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ABSTRACT _ " 

By 1976-77 almost four million teachers and other 
school personnel belonged to teacher retirement systems or public 
employee retirement systems. ToMielp laypersons better understand 
these systems, this report describes the institutional 
characteristics of public pension funds whose members include 
teachers and explains the concepts behind such public retirement 
Systems. « Data are drawn from O.S. government sources, the Natidhal 
Education Association, 5 and a survey of public pensidn funds in 49 
states and 7 municipalities. The report first describes the number, * 
size, and eligibility criteria of teacher retirement systems. It then 
discusses the^funds 1 benefits (including income and insurance plans), 
the "vesting" in employees* names of their rights to their pensions," 
and the relationships of pensions to other post-ret ire meat income. 
Following a review of the methods of funding pensions and of 
calculating each fund's pension obligations, the authors examine the 
systems • administrative structures and the fiduciary responsibilities 
of fund administrators. (Aiithor/RW) 
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PREFACE * . - . 

This Note was produced under a research contract from the National 
Institute for Education, U.S. Department of Health, Education, and 
Welfare. The Note describes the institutional characteristics of 
teacher retirement systems and' offers simplified explanations of the 
concepts involved in public. pension, funding. It therefore serves as a 
background companion volume to the Rand report issuing from the study, 
R-2517-NIE, The Financial Condition" 6 f Teacher Retirement Systems, by. 
Richard B. Victor (forthcoming). 

The authors express their appreciation, to Iao Katagiri, who re- 
viewed the manuscript, and especially to Ruth Mitchell for her patience 
and valuable suggestions during the early versions of this Note. 



SUMMARY 



Recent concern about the potential financial problems of public 
employee retirement systems, including teacher retirement systems 
(TRSs), has triggered considerable research interest in the area of 
public pension funding. Lay re,£cters, however, pffen find the/tesult- 
Tng research reports technically complex and confusing*. It lis the 
purpose of this Note to acquaint the reader with the institutional 
characteristics of TRSs and offer simplified explanations of the con- 
cepts involved In public pension funding* 

! * 

Data from thd Census Bureau, the Congressional Pension Task Force-, 

* 1 

the National Education Association, an4 from our Sample of TRS reports 

.show that TRSs vary widely in their benefits, funding and financing 
sch^ifes , , and administration. There is no typical teacher retirement. 
^System. .tf8weVer v some general* statements about TRSs may be made. 




TEACHER RETIREMENT SYSTEM COVERAGE AND MEMBERSHIP _ , - • " 

In 1976-77, Utmost 4 % million teachers and other schoojl employees 
"belonged to one of the ^50 statewide or 17 local public employee retire- 
ment systems which include teachers in their membership. These systems 
range in size from one v or two tt^ousand to several hundred thousand 
members and may include other classes of employees besides teachers. 
Only about half of . the 67 systems restrict their membership to profes- 
sional teachers and administrators. In 17 systems , ; both professional 



.and 



ponp 



rofessional school employees (e.g.*, custodians, bus drivers) 



are eligible for membership and th$ remaining retirement systems offer 



1 ' *tt •* 

U.S.! Department of Commerce, Bureau pf the Census, EmpWyee Retirement 

Systems of State and Local Governments, Vojl. 6, N<5. 1, Washington, D.C., 
September 1978; U.S. House. of Representatives, Committfee on Education and 
Labor, Pension Task Force Report on Publid Employee Retirement Systems, 95th 
Con., 2d sess., Washington, D.C., March 13, 19,78; ^National .Education Associ- 
ation, Teacher Retirement Systems, 1976. frFor* a description of the TRS rer 
ports, see App. A. „ » ^ . * 



general coverage for all state and local public employees. In addition* 
depending on the system, other groups suck^s vocational school and 
community college instructors may belong. Membership is usually com- 
pulsory for all eligible full-time employees,. " % 

V • 

TEACHER RETIREMENT SYSTEM BENEFITS t >' 

In general, teachers are eligible to begin receiving # retirement > 
benefits when they attain the specified normal retirement age which * 
varies between age 55 and 65. However, most systems alio* earlier re- ■ 
tirement if an employee either completes the service requirement or> 
accepts lower retirement^benef its , For example, a Georgia .teacher may 
retire with full~benef its at the age of 62 or at any age after complet- 
ing 30 years of service. However, he or she may retire "early 11 at age 60 
with ten yeaYs teaching service, but will receive reduced benefits. 1 In 
most -casea, a teacher need not work continuously until retirement in order 
to receive r&tirejnent benefits. Upon completion of a minimum service re- 
quirement, usually five to ten years', a teacher is "vested" and will begin 
to receive benefits at the normal retirement age; regardless of his or her 
employment*,status , • 
v - .Although a- TRS may offer a variety of benefits packages and programs, 
the most common benefit is £Wfe retirement income allowance. In 'most TRSs, 
the size of the allowance is calculated using a unit benefit formula which 
relates three elements to determine the amount of the benefit a retiree 
may receive. f They are: 

0 , • 

o Salary base, which is usually the teacher's average annual salary 
figured over the final three or five years of his or her career, 

o Service credits, which generally represent the number of yeartf of 
-teaching. , „ 

* o t Multiplier, usually ranging from 1,5 percent to 2,5 percent, 

which determines What percentage of the salary base a retiree 
t will receive^ for ea^h service credit. 



Teachers Retirement System of "Georgia, TRS Facts\ Atlanta, Georgia/ 
July 1,. 1977, p, 4, , 



* s«- vii 

The f genetal unit benefit formula'is: • ^ 

/ * »- 

- * . . - . 0 

salary bas\ x service, credits x multiplier = allowance* 

• v . . ■ ' . • a V 

' For example, a California teacher -tfho retires after 25 years of service 
wit!) a „ salary base of $,15,000 would ^receive: , ' 

\ $15,000 x 25Cyr) x 2% = $7,500 annual allowance. • 

Vy • • * • ; • ' ' ' ' c 

Retirement allowances vary considerably, depending on bow the betfer 
fit formula used by a particular system Velate^-fctfe^e three elements. 
For example, the Illinois formula multiplier increases for each decade pf 
service / so that a teacher earns more r^tirejnent benefits in the later 
years of his or her career, _ — a 

As we stated above, early retirement results in the actuarial f 

reduction of the retirement incotae allowance to account' for the longer 

retirement period. About half the TRSs determine early -retirement ben-* 

efits ba$ed on an actuarial table*. Other systems use a modified benefit 

* * * • 

formula to calculate the reduced^benef its . Louisiana, for example, 

reduces the multiplier in the 'formula from 2.5 percent to 2.0 percent 

3 

when figuring early retirement allowances. Many other systems reduce 
the normal allowance ;by 6 percent for every year under the Aormal re- , 

tirement age. y i 

The retirement income allowance may be increased in a variety of 
ways, depending upon the provisions of the specific systeem.' First, " 
most; systems allow teaqhers to "purchase" additional service credits. 
The majority of TRSs allow teachers to purchase credits for years of - k 
out-o^-state teaching. However, a few systems permit members to buy 
credits for such activities as private school teaching, sabbatic leaves, 
and certain types of child care. In order to purchase service credits, 



1 % 

— , . The State Teachers 1 Retirement System. of California, Service Re- 

$ tirement y Sacramento, California, September 1977. 

. ' 2 'Y- 

Teachers 1 Retirement System of the State of Illinois, Retirement, 

Springfield, Illinois, 1977. ^ 

3 ' - . 

Teachers ' % Retirement System of Louisiana, Baton Rouge, Louisiana, 
1978. * • , ' 
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or she would have made to th^ system during those years of service. In 
about a quarter of TRSs,' a member th^y increase retirement income by 
, making additional' voluntary contributions during the teaching' career. 
Finally, 9,5 percent of TRSs have some form pf post-retirement allowance • 
adjustments. These adjustments, vhich are intended to help benefits 
keep up with the rising- cost of living, may be awarded in three ways: ! 

o 'Automatic adjustments , About. 20 percent of 'TRSs annually increas 
allowances ^by' a specified percentage, usually 2 to 3 percent, 

o Variable adjustments. In a quarter of. the systems, # adjustments 
• of 3 to 5 percent are awarded based on a triggering mechanism, 
. ,? sxxc fi a s^an increase in^ the Consum&r Price Index,, 

o -Ad hoc adjustments. The remainder of TRS adjusfc_aliowances 
, periodically, but not regularly. Ad' hoc increases tend to be ' 
higher but less frequent than the other adjustments. 

Nearly two-thirds of TRSs offer Social Security coverage, and ; in- 
most cases all TRS benefits are. entirely supplemental to those received' 
through Social Security. In addition, most fetirement allowances are 
not affected by any amount of post -retirement work or earnings as long 1 
as the employment is not covered by the retiree' s pension system, . . 

In addition to the 'retirement .income allowance, many TRSs offer 
a variety of other benefits and programs, such as; 

_ o Survivor's benefits; . / 
o ■ Disability benefits; 1 

o * Death benefits; - ^ 

o Group life insurance; 
o s Post-retirement ^health insurance; and 
o Programs of ^-sheltered annuities, 

FUNDING AND FINANCING TEACHER RETIREMENT SYSTEMS " 

Retirement benefits may be regarded as long-term obligations in- 
curred on behalf of the employee 0 , A TRS meets 'these obligations^by 
first adopting a funding plau which schedules monetary payments to be 
made over 3 period of 'time to amortize the debt. The' system ^then 
finances those payments by collecting contributions from the state, 



S ' 



, ix 

the school district, and/or the employee. The funding and financing 

of TRS benefits is a ? complicated and technically complex- area. In 

this section, we will present a simplistic overview of' the funding and 

financing process. For a more complete explanation of/ funding concepts 

and factor's, we refer the reader to Sec. IV of this Note, 
* • 

Funding * 

• A TRS may adopt two .different approaches to funding it;s benefit 
obligation. It may choose to pay for the benefits as t-hey become . dUe^ 
that is, after a member's retirement*. If it does, the TRS wilL«adopt * 
''current disbursement funding*, in "which £h'e system contributes only 
enough each year to cover its current benefit* "payments and administra- 
tive costs.. Pay-as-you-go funding, a£ it is also known, has the 
£dj3/antages of low start-up costs and uncomplicated administration. 
However, it accumulates no fund .reserves for emergencies and can re- 
sult in ever- increasing benefit costs. 

On the other 'hand, a TRS may decide to pay for the benefits dur- 
ing the employee's career and, therefore, accumulate a pool of funds 
from which the benefits will be paid. This is called actuarial reserve 
funding. For simplicity's sake, it may be useful to , think of .a benefit 
obligation as ^mortgage on a house. In order to pay off the debt, one 
must first determine how large the debt is and -then determine how 'much 
must be paid each year to amortize the debt in the specified number 
of years (in this case, the member's career length).^ 

All TRSs we observed used the projected cost method, which- calcu- 
lates* benefit costs bas\d on the benefits members a're likely* to earn * - 
during their careers. The\^ctuary uses the benefits promised tfy the**-, 
system,, an inventory of the number and characteristics of the member- 
ship, and a series of actuarial assumptions^nSgardifig -future events 
te.g., mortality rates,' salary increases) to predict: 

o Th£ probability th§t an employee will qualify for a pension". 

o The length of the retirement period over whfch the annuity must 
* be paid. 



o Jhe dollar amount of the aiinuity.. 

With these predictions, the' actuary can estimate the present value of 
* the total obligations of the system. 4 0 

.Ones the total obligations are calculated, a funding method (such .as 
the Entry Age Normal and Aggregate methods)^ is used to systematically dis- 
tribute the costs over^a specified period of time. The funding method as- 
signs a po'rtipn of the Senefit debt to each year. This, annual ."mortgage 11 
m payment is called the normal cost. The normal cost is typically expressed 
as a level peifceptage of the system 1 s payroll and it may fluctuate from 
year to year. * . • 

Theoretically, if a system continues to contribute the normal cost 
each year, it "will collect enough funds to pay its benefit debt when 
\its members begin to retire. However, actuarial assumptions are often - 
difficult to estimate accurately, and thjs cost calculations tSust be con- 
tinuaLly updated with changing market conditions and benefit improve- 
ments. If the' 1 cost calculations are inaccurate or the system does not 
pay the full normal cost, a supplemental liability, or unfunded liabil- 
ity, is created. A system may correct this funding shortfall by making 
•'additional payments, again lik,e a^niortgage. If it does, not finance the 
liability, it m$y threaten the integrity and security <3t the TRS. 



Financing ^ / 

Once tfhe normal cost is determined, the* system must adopt a finan- 
cial scheme for collecting the needed contributions* It should be re- 
membered that^the financial payment^ may not necessarily follow the 
. funding plan. In fact % we found tt&t the funds .contributed to a system 
tend*not to coincide with the levels recommended* by the funding plan. 

In all but a few TRSs, employees must finance a portion of th^lr 
'retirement benefits by making mandatory contributions to the system . 
Employee contributions are generally .set by statute and average between 
5 and 6 percent of 'a teacher's salary, although the contribution can 
range ;frdm 3 to 10 percent of salary. 

•The employer's portion of the annual benefit cost may be paid by 
the> state, the school district or, in a' -few-instances i, , by both^ The 
employer's contribution may be determined: - * « 

\ • - '10 



p 'By statute. The amo % unt \s expressed as a constaptt^ercentage, 
\ ahd generally ranges between 6 and 9 percenter p!ayroll w 

\ Zfy.an annual • actuarial valuation, hbou^w percent of TRSs • | 
use\this scheme, which res.ults in a^e^ntribution that o£tren 
■ .fli\ctiiates from year to year.- Xh€se contribution. leveVs aver- 
age 12 bo 14 percent per yea^r « * 

o By special legistativ^€tppro'^h^ations. 
J ' ' 

THE ADMINISTRATION OF TEACH ER RETIREMENT SYSTEMS - 

i ■ 1 ■ 

• \ t 

, The administrative oper&tion^of a TRS, like a sy;stem f .s benefit pack- 
age, may be unique to feach system and, therefore, difficult to generalize. 
However, we outline below the most common administrative structure used by 
TRSs. • ^. — ' # ■* 

At the top of the administrative Structure is the board of trustees , 
which is, In most case^-f responsible for all policy,'' budgetary, and 
investment decisions. The degree of influence and opntrol exercised 
by a board is difficult to ascertain, but probably* ranges from dominant 
participation in system operations to rubbefstamp approval, depending * 
upon -the system itself. A board of trustees generally includes five 
to 14 menibers and may be composed of : t % * *^ 



o One or more state or local bfficials servin'g ex officio. , 
' ' A 

o Active or retired members of the system, either elected to the 
Board by the system membership o,r agpoiitted by a state or local 
official . - 1 , »• 4 

^ P A number of outside experts, including doctors, lawyers, bankers, 
investment counselors, etefc, appointed to the board J>y the chair- 
man or a state or local official. , • 

o Members of^the community, also appointed to'the bostrtL • 

. • , x - ' • ' • 

The system "director directs the cjay-to-d^y operations of .the^syst^m* 

• — • / * 

A TRS may also employ an array of consultant^ "ai*d -techriicSl advisors, . 
^Such^as auditors, accountants^ .and actuaries.* % 
' e • AlthouglxJthe administrative functions performed by a TRS probably 
reflect the befiefit package and. funding plan of each individual system, 
severaL,.administrativ£ functions are generally regarded as .essential to 
the operation of a T^RS: t , A ' > 



o The investment of system assets/^ While t^e," board pf 'trustee 
may have the* f otmal resgqnsibllfty for investment" decisions/ 
this task may actually^ handled by.au, outsidfe jLnvestm*ntr ; ' ^ 
firm, an in-house investment staf f 'dr„ .in some systems ,\ by "a . 
oenttaliz.ed stat?e investment council./ • " - 

cr Conmmiq^ionrani^isalosu^e: All^RSs provide 'their members 
with- a copy of the retirement .system ^benerfiVs tod provisions.' 
and wifh an annual statement of<Khe m^nbers* ebntribuiions ^ ' * 
-and accrued benefits. These are provided by tfie staff either 
' automatically ox upon request by the member. ' ' ' ,7 

o Audits and actuarial valuations. , By v law^/STTT^inrufet be reg- ' > 
^ ulayly audited and, in most systems,' audits are J>er^rmed an- ' 

nually^ In ^d'dition; all TRSs by law must perforift periodic 
.actuarial valuations; however, these are conducted" l<*ss 'frequently 
t^ah audits. Most TRSs perform complete valuations, every two to 
.-five years. 
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I . INTRODUCTION 



Government officials at'all levels have lang'been concerned about • 
the financial practices of state and local govaniment retirement systems, 
including teacher retirement systems (TRS) • In 1916, the New York City 
Coiranis^on of Pensions .cited the "lack of knowledge o£ the extent of 

future obligations and oblique methods of financing fund requirements" 

' ' 1 " 

as disturbing features bf the city's retirement systems. This ^concern 

was echoed by the .General Accounting .Of f ice 63 .years later when it stated 

4 

that "[M]ai^y State and local government pension plans are ftbt funded on 
a sound actuarial basis becsrtrse they are not setting aside .sufficient 
funds to provide for* estimated future benefits." .This concern may be 
well-advised "since the financial problems of teacher retirement systems 
(TRS) could have widespread effects* First, the retirement security of 
4'million teachers and school admin is tratolrs depends on the financial « 
integrity of TRS. In addition, poor financial planning by TRS could' 
result in rising pension costs putting an increasingly heavy , burden ■ on 
states, municipalities, and individual school districts. Finally, the 
nation's capital markets, ir\ which public pension funds are investors, 
6ould*'tfk disturbed, 

~ Such concerns have triggered considerable interest in public retire- 
ment systems. Research is underway at the Rand Corporation and -at the 
Urban Institute to assess the extent and implications 1 of , the financial 
,cohditiofi of retirement systems, and to evaluate possible refojro measures . % 

In addition, federal and state governments have dommissioned studies 

3 

of their public retirement systems. However, lay , readers often find * 



1 ' 
Commission on Pensions, City of New York, Report on the Pension . 

„ Funds of the City of New York, New York, 1918. 

U.S. General Accounting Office, Funding of State and Local Govern- 
ment Pension- Plane : A National 'Problem, Washington, D.C., August 30, 1979. 

3 * . . 

For example, Report of the Illinois Public Employees Pension Laws 

Commission, 1975-1977; ^Legislative Research Commission, An Analysis of - v 
Retirement and Benefit Plans for Kentucky State Employees, Research Re-* * 
port No. 128, Frankfort, Kentucky, October 1975; U.S. House of Represen- 
tatives, Committee on Education and Labor, Pension Task Force Report on 
Public Employee Retirement Systems, 95th Congress, 2nd Session, March 15, 
1978. . " 
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these reports difficult to follow for several reasons. First, many of- 
the concepts involved intension funding are technically complex. Also^ 
these .reports are often laden with jargon, A reader may be confronted 
with terms like "actuarial' assumptions, " "unfunded liability, " or "nor- 
mal cost/ 1 Finally, public retirement systems, including TRS, are so 
diverse that 'generalizations are of ten 'difficult to make. 

In order to better understand the financial' problems of TRS, it 
is important to have some familiarity with. these institutions, and. the 
actuary's vocabulary. This paper presents a description of th£ insti- 
tutional characteristics and financial practices of TRS as weli as simple • 
explanations of certain technical concept*? necessary to 'grasp discus r 
sions of TRS financial condition/ 'Jhis paper is intended as a companion 
volume to It-2517-NIE, The Financial Condition of Teacher Retirement 
Systems, by Richard B., Victor. However, since many of the concepts * 
•discussed in this paper are applicable to other types of public retire- 
ment systems, it may be useful as a -general introduction to the struc- 
ture and financing of public retirement systems, 1 

OUTLINE OF THE STUDY " * 

— i 

Section II introduces teacher retirement systems: their number, size, 
and membership. Section III describes the types of benefits offered by 
teacher retirement systems, outlines how benefits are dalculated, and gives 
egmples of the substantial variation, in benefits between different systems, 
Section IV 'discusses the most Wport^nt and the most complex aspect of TRS: 
the funding and financing of retirement benefits. During this discussion, 
we' provide simplified explanations of basic funding concepts and review the 
actual funding and financing practices of TRS. Fipally, Sec. V describes 
the administrative structure of tether retirement systems. 



1 ' 
; For a more complete 'discussion *of these concepts, we recommend 

a Comprehensive technical text such as C. L. Trowbridge knd C. E. Farr 

The Theory and Practice of Pension, Funding, Richard D. Irwin, Inc., 

Homewood, Illinois, 1976; and Dan M. McGill, Fundamentals of Private 

Pensions, ^Richard D. Irwin,. Inc., Homewood, Illinois, 1977. 



n 



DATA^OURCES 

The dat$ used in *this paper came from a variety of sources. The 
rea3e^ should remember that each data source uses different samples of 
retirement systetns.^ ,A$ we describe in Sec.'ll, there are many different 
kinds of teacher retirement systems. Teacher retirement systems may 
range in coverage ^from "general coverage" plans which include all public 
employees in their membership* tp "'teacher only 1 systems which cover 
only teachers and other professional school employees. Further, a re- 
tirement system may be statewide or it" may be a local jsystem which in- 
cludes members ftom a Single city* The data sources are reviewed below 
along with a brief description^ of the sample of retirement systems each** 
source uses, # 

The Pension Foroe Report (PTF) is one of the most complete 

surveys of all* public retirement systems. As the reader .will see 
throughout this paper, the* Task Farce provided data<on many ejects of 

tRS,. particularly benefits. Howevey, mbst of its data are presented 

\ « it, . 

in groupings such as "state government systems," and "teacher Systems, 

so it is impossible to,* segregate the data on the state government sys- % 

terns that include teachers frcta those that exclude teachers. Unless 

specif ically "stated otherwise in the text, the Pension Task Force sample 

included the teacher systems only, supplemented by information from , . 

the'TRS Reports ( described below. 

The Census Bureau (CB) sample, from J the 1977 Census of , Governments , 

include^ all active retirement ^systems . We use this for financial 

(assets, benefit payments, revenues by source) and mepbersWp data only, 

r> The National Education Association (NEA) summarizes the*1975 legal 

requirements ' generally covering benefits and administration for 54 of 

3 s 

the 67 state and local teacher retirement systems. 



U.S. House of Representatives, Committee on Education and Labor, 
Pension Task Force* Report on 'Public Employee Retirement Systems , 95th 
Congress, 2nd Session, Washington, D.C. , March 15, 197.8.. 

1 2 ' 

. U.S. Department of^Commerce, Employee Retirement Systems of State 
and Local Governments , /Bureau of the Census, Vol. 6, No. 1, Washington, 
D,C,, September 1978. y * 

National Education Association, Teacher Retirement S$stemb K 1976. 
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As part of this sfcudy, we collected a' sample of Veacher retirement 
system (TRS) reports. To do so, we relied on the cooperation of the 
retirement system officials. This sample, while not random, yields a. " 
fair, representation*^ the universe state teacher retirement systems. 1 ' 
We began the data Jllection in late February 1978, by sending 'let ters 
to the TRS directors who are listed in the National Education Association 
report on teach<# ret^ement systems. The letter^equesj^d three types 
• of 'information^ benefit-and membership eligibility data,, annual reports 
containing system financial data and actuarial valuations describing 
the financial condition of the system. Several weeRs later, follow-up ' 
letters again requesting information wer^sent to the systems which 
failed to respond. A final request was made by telephone in May and 
June of 1978. Calls were made to those, systems that had not responded 
to the two mail inquiries and to those systems not listed in the National 
Education Association report 'and, therefore, that had not received'" letters 
Also, systems that sent only benefit information were. called to request 
the financial and actuarial data. No further inquiries were made except 
when specific questions arose regarding individual systems. A list of 
specific reports and items included in the TRS reports is presented in 



Appendix A. 
v 



'''The TRS sample, however*^ does not include many loqp. systems. 



II. TEACHER RETIREMENT SYSTEM COVERAGE AND MEMBERSHIP 



The Census Bureau estimates that in 1976-77, almost 4 million 
teachers and other school employees belonged to one of the 67 state or • 

local public retirement systems that include teachers in their member- 

1 ^ . y 

ship. .However, there is no typioal teacher retirement system. A re- 
tirement system may *be open to all public employees or membership may 
'be limited to schopl employees. Some systems restrict their membership 
to only professional teachers and administrators. A TRS may be state- 1 
w£de or it may operate within a single city or school tfistr.ict . Finally, 
teacher retirement systems range in size from one c^r' two thousand to 
several hundred thousand members. This chapter describes the major 
coverage and. member ship characteristics of the 67 teacher retirement 
systems. 

COVERAGE " , , 

Retirement systems which include teachers are either general or 
limited in coverage. General^ coverage pension plans are open to teachers 
as well ks^ other school employees, and s state ami/or local government 
employees. In limited coverage systems, membership is available only 
to one or more specific classed of employees. ^-Although the eligibility 
requirements vary between systems, there are two types i^which concern 
teachers: limited coverage systems for several categories of, school 
employees and limited coverage systems for teachers and professional 
school personnel only. Table II-l below shows th^ distribution of 
teacher retirement ^systems* based on coverage class, jurisdiction/ and 
trfeir aggregate membership. 



Membership Eligibility in -General Coverage Systems 

In the context .of this report, a "general- coverage retirement system 1 
may^be broadly defined as any retirement system which extends membership 



' ^"U.S. Department of Commerce, Employee Retirement Systems of State 
and Local Governments,' Bureau o£ the Census, Vol. f/, No. 1, September 
1978, Table 8/ 



. • Table II-l 

NUMBER AND MEMBERSHIP OF RETIREMENT SYSTEMS COVERING 
TEACHERS BY COVERAGE CLASS 



Type of Coverage^ 
Genera,l° . 

Schopl employees 
Teachers. only 
' Total 



Number of 
State Systems 

15 

15 
20 
50 



Number 'of 
Local Systems 

1 

. 6 
10 
17 



Aggregate 
Membership (millions) 

2,0 (850,000 school 
employees) 

1.5 

2,0 

5.5 



SOURCE; U.S. Department of Commerce, Employee-Retirement Systems^ 
of State and Local Governments, Bureau of the -Census, Vol. 6, No. 1 
September 1978, Table 8. J • - L 
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to school employees as well as other classes, but not necessarily all 
classes, of state and local government employee?". Many state systems, 
such as Hawaii/ Florida, 'and Colorado 1 systems, £over all state and 
local employees.^ In general, membership is compulsory for those em- 



ployees who are eligible 

General coverage systems may operate as a single integrated system 
or as a consolidation \>f several individual limited-coverage systems 
within a single administrative framework. The Hawaii Employee Retire- 
ment System, ^which includes all state and local government employees, 
offers a separate benefit package for the police and fire divisions, 
but maintains a single combined retirement fund with the revenues from 
the various employment divisions commingled. The Kansas Public Employed 
System operates three separate retirement systems within a single ad- 
minis t-rative framework. Each of the three employee, divisions (st/te 

— „ ■ * - " 

The -Colorado system excludes Denver school employees from member L 
ship. Employees 1 Retirement System of the State of Hawaii, Fifty-first 
Annual Report, Hdnolulu, Hawaii, June'1976; State of Florida Department 
of Administration, Division of Retirement, Annual Report, Tallahassee,' 
Florida, 1977; the Public Employees' Retirement Association of Colorado, 
1977 Starts tteal Supplement to*th& 'Annual -Smart f Denver, Colorado 
1978. ■ ^ > 

Kansas Public Employees Retirement System, Sixteenth Annual Re-* 
port* Fiscal Year 1977, Topeka, £ansas, 1,977. 
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employees, school employees, and the uniformed services) operate iu- 
dividually with separate plan provisions, benefit packages, and retire- 
ment funds. We treat* thos^ general coverage systems with-separate 

i 

benefit packages and financing as limited coverage systems. 



9- 
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Membership Eligibility in Limited-Coverage Systems fbr teachers and 
Selected .Categories of School Employees 

In general, groups ©^professional and iionprof essional employees. 

(e.g., custodians, bus * driver^ , lunchroom attendants) employed by the 

state -or school district are eligible, for membership iji these systems . 

Membership is compulsory for all full-time employees ip such systems 

except in the Nebraska and Oklahoma School Employee systems in which 

1 - * " 

membership is voluntary for alT nonprofessional employees In addi- 
tion to providing' coverage for elementary and secondary education em- 
ployees, nearly all school employee systems also expend membership-* to 
include the faculty of state-jsupported community , colleges . In some 
cases, college and univ&S^f^ faculties are ^rlso eligible.^ * 



Membership Eligibility in Limited Coverage Systems fpr Tefctchegs Only 
Membership in these* systems include at least all instructional 

♦ staff, and often administrators and supervisors within the school dis- 
trict, librarians, nurses, .and any Other "professional" employees a£ « 

3 v ' ( s 

• well. All systems/described Vin the .National Education Association 

(1976) import also extend membership to administrative and supervisory 
officials (e.g., vice principals^ state education agency officials, 
etc.) and to the* resident faculty if' community colleges.. \i>ome systems 
/also include 'the faculty of state supported educational institutions. 
For example, the faculties of New York State vocational schfcols *and% ^ 



^National Education Association., Teacher Retirement Systems , 1976'. 
. ' 2 . 

The Texas and^JJest Virginia, school systems offer comnutnity college^ 
faculty the option of enrolling in either the state system or in TPAA- 
CREF. National Education Association, Ibid... .* 
3 - 

Exactly which categories of school employees are considered "prQc 
fessipnal" varies between syst^ps. Nonprofessionals in school 'systems*, 
are'usually eligible for a. general coverage system or a separate school - 
employee system. * * 
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reformatories are covered by the state teachers plan:* Membership is. 

* 1 ' • r * ' 

usually compulsory. * ^ 

LEVEL OF ADMINISTRATION- \ ^ \ 



• Teacher retirement systems are created/by state law as either a 

statewide system including multiple employers or as a local syst^fi 'which 

is operated and usually financed in close rel&tipn to a ^single employer 

-fin- this case, a single school\c|istrict . Presently, the$e are 50 state- 

% 

administered and 17' locally administered retirement; systems which in- 
clude teachers. Statewide systems covering .multiple jurisdictions and 
several employers are all administered on the state level; However, 
they may be financed entirely by the state or individual school districts 
or some combination of state and local contributions. In our -sample",^ 
about 40, percent of statewide systems are financed entirely by the 
,school/districts and an equal number are financed entirely fey state* 
contributions. In the remaining systems, the financing is shared. For 
example*, the districts pay 60 percent, of the* cost* in the New Hajrf^hire 
system k/ith the state paying the balance; irv' Rhode Island, -the state^ 
and toc^l governments divided the cost equally. 3 

• State and local systems which operate in the same*, state^are 'usually 
mutually exclusive^Ear example, the teachers in Dulath,- Minneapolis , - 
and St. Paul are specifically excluded from membership iri the Minnesota 
Teacher System and Chicago teachers* may not join the Illinois system/ 
Some systems allow a choice however. Des Moines, Iowa, teachers may 
choose between the local teacher system or tbe state general coverage 
system. Similarly, .'an Oregon teacher moving into the Portland, Oregon, 
system may retain his membership in the Oregon Public Employee system. J, 
And a teacher in Connecticut is eligible for membership ia. either the - 
state teacher system or the state public employee system A . ^ 



National Education Association, Teacher Retirement Systems , 1976. 
2 • " - * 1 

See Appendix for a description of the Teacher Reti^ment Syst^hi 
(TRS) Report sample. s . • * - 

3 Ibid. . V i * ' ^ 

4 

All of the above provisions were in affect. as of 1975. (National 
Education Association, Teacher Retirement Systems, 1976.) 



ex 



SIZE . • • . r 

N * 



The size of teacher retirement systems , may be described along 
several dimensions: the gross revenues, assets, number of members, etc., 
: For simplicity, we describe these systems in terms of membership, which 
* correlates well, though not necessarily perfectly, with 'the other mea- 
sures of size. As public employee- retirement systems go, teafcher systems 
are- quite large, varying in size from 1,000 to 375,000 members, although 
the typical system nfes 10,000 to 50,000 members.^" System size is gen- 
erally related to coverage class or leyel of administration, but this 
'is not always true: looal systems are. not necessarily the smallest iior 
are statewide general coverage systems the largest. The Idaho general 
coverage state public employee system has a membership of only 47,000 
members, while the New York City teacher system has an enrollment of 

78,000 teachers; local systems range from memberships as small as 1,200 

2 

in the* Des Moines and Duluth systems to the large New York City system. 



According to- the standards of the Pension Task Force, nearly all 
teacher retirement systems are large. The Task Force classified a ^ 
system as "l^rge" if the membership numbered 1,000 or more* * ^ 

2 . * 

Membership data are obtained from the U.S. Department of Commerce, 
Employee Retirement Systems of State and "Local Governments, Bureau of 
the Census, Vol. 6, No. 1, September 1978, Table 8. 

4 
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lit, /teacher retirement system benefits 



The.jdiver^ty of teacher retirement systems is evident in the re- 
tirement benefit packages which-are ^£|ered to system members. The 
range, of benefits and programapand the 'different general formulas^by . * 

' which systems compute retirement allowances are- virtually unique to each 
system. For example, the Iowa system offers a teacher a retirement 

. allowance based on his years of Iowa teaching* plus additiohal death and ■ 
survivors 1 benefits. .The New Jersey system, on the other hancf, offers' 
a retirement allowance based on out-of-state as well as in-state teach- 
ing rfefid an automatic post-retirement cost of living . increase , In addi- 
tion, a* New Jersey teacher is eligible for -disability protection,, group 
life insurance death and survivors' 'benefit?, tax-sheltered annuities 
ar\d a program allowing current members Jto borrow .from their retirement-*-"' 
accounts. Therefore, 'in this Section w$ will'-not attempt- to sketch* a 
"typical" benefit package. Instead, we will^concetjtrate^n the most 
commcm benefit— the retirement income alLow^hce— and how the system 
eligibility provisions, benefit formulas, and a, teacher's retirement 
decisions affect the retirement ^allowance ^ecerved . We also will briefly 
describe^ the^range of other benefits that "may be available to a teacher ' 
through his ^retirement system. 

V 

RETIREMENT INCOME BENEFITS m & K 

Tefacher systems offer an array of normal, optional, and" ecfrly re- 
tirement benefit options^So that ah employee may choose. the retirement 
age, career length; and level of' benefits he prefers. Upon retirement, 
,t$e employee receives -either full benefits or actuarial ^educed bene-'. * 
-£its. "Full benefits" are awarded for normal ,or N optional retirements; ' 
reduced benefits are received by a .retiran't who elects the early retire- 
ment option. |;'i ?r 

■ ' 

Eligibility - ¥ 

Retirement system provisions which determine when a teacher-is 
eligible for retirement and at what level of benefits are particularly 



Important to a teacher's career and retirement; decisions , ^ For example, 
consider a teacher in Michigan who JLs age *55 and has^ taught for 28 years. 
According t<? the Michigan system provisions, he is now eligible for 
early retirement at reduced benefits. Or if Jhe continues teaching for 
two more. years (30 years~of service) , 'he '•will then qualify for optional^ 
retirement which earns him ao unreduced retirement allowance. Finally, 

r 

he may decide to teach until the nopnal retirement agte of 60. If he 
does, he will receive full benefits, as in optional retirement, but 1 his 
allowance will be 10 percent larger since he wi,ir have* earned three more 
years of teaching credit. 1 'Table III-l beJ.ow illustrates the annual 
retirement allowaftcfe that the teacher would receive as, a result of each 
of those retirement decisions. 

Table'lII-l 
POSSIBLE RETIREMENT 'ALLOWANCES 

* k * 

At: a Eligible for,;' Annual' Allowance of: 

Age 55 w/28 years- teaching Early retirement $4410 
Aae 57 w/30 years teaching Optional retirement ^ ^£750 
*Age 60 w/33, years teaching ■ Normal retirement $7425 



SOURCE: Department of Management and budget, Guidelines of the, 
Michigan Public School Employees' 'Retirement System, Lansing, Michigan, 
1977, * 



These figures, based on £tn average salary' ,pf $15„000, . tend~*to under- 
state the differences between early., optional, 'and normal retirement. 
Presumably, the allowances fo\both optional an3 normal retirement wduld 
be- even higher since a teacher is likely to receive salary increases 
during those additional years of teaching, 'Therefore, retirement elig- 
ibility provisions .not only signal when a teacher qualifies for retire- 
ment, but also may affect the retirement income-that tie receives. 



"'"For a more'^mplete^epcplanatioh of benefit computation, see The 
Benefit Formula, p. 21. * * 

b 



. 12 . * * ■ 
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- As illustrated in^ the above example, eligibility for retirement 
with full benefits is set by either age, service, or both. 1 it is'mosfi 
. often determined by a stipulated combination' of- age and length of ser- 
vice. "Normal retirement" 'reflects the traditional notion of a sp^ci- 
vfied "retirement- age." Typically, its age requirement is higher * 
than for either optional o X early retirement, but no'rmal retirement has 
significantly jLowet accompanying service requirements. Normal retire- 
ment age may vary from ages 50 to 65, with associated service require-' 
, ments up to 30 years. 2 In our Sample (TRS), *40 percent of the systems ' 
•specify a normal retirement age. of 55 to 65 wi.th 5 to 10 years service;. ' 
in half of the systems , an employee %ay retire at age 60 to 65 with as ^ 
little as one year of service'. 3 " The Iowa system, with a normal r^ixe- 
ment of 65 wi ih an accompanying 30-year service requirement, has one of 
the highest eligibility standards , 4 ^hile Hawaii teachers m^y retire, 
with full benefits a t age 55 and , only 5 'years of service. 5 More typical 
is the Rhode Island system which offers full retirement benefits when ^> 
'a teacher reaches age 60 with 10 years of service.* 

Two-thirds;of thj^systems C^hTlfRS^ple provide for optional 
retirement with full benefits". 7 ,\o P tional ^retiremen't is a reward for 
lengthy service rather than age, as is normal. retirement Consequently, 
optional retirement is' available at earlier ages'Wwith higher service 

We discuss eligibility for early retirement -and its reduced bene- 
fits separately. • 

Pension Task Force, Report, 1978, Tabled stamen ted by TRS ' ' 
' reports." " v . . » . ' 

'3 " 
Teacher Re tiremejft "System (TRS) reports. . « 

Iowa Public Employees Retirement System, Your IPERS Benefits .Des 
Moines, Idwa, 1975^ > ■ 

5 - » 

Employees'. Retirement System of the State of Hawaii, Fifty-first 
Annual Report, Honolulu, Hawaii, 1976.. . 

' R^or/T^Til^^TT Sy / tem ' of the State Yf Rhode Island, 'Annual ; 
Report bfthe Retirement Board, Providence, Rhode Island, June 30, .1977. 

The Pension Task Force found that nearly 90 percent of teacher re- . 
tirement systems (not including mixed coverage ' systems) had some- form 
of optional retirement. However, this figure included 10 percent which 
offered optional retirement based on age 'alone. In our sample, we found 
no instances of 'age cmly" optional retirement requirements (Pension . 
,faik Force Report,* 197 8, Table 25). ' ' . pension ... 
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requirements tihan normal retirement, 1 In' Georgia, ^foi^sfample , normal' 
retirement is available at ag6 62 with no minimum service requirement, 
while a Georgia teacher ha& the opt^tt^of^re tiring with full benefits 
as early as age -50 if he J^^dftered 30 prq^^of service. 1 A Rhode 
Island teachqj is e^veff'three retirement; % Q^^hs with full benefits: 
he may retlj^a^age 60 with" 10 years -of service (which is considered 




nc 



retirement), at age 55 with 30 year of service, or at* any age » 

.1% ^2 ^ 
with 35 years of service.' 

Most systems offer early retirement possibilities at less than 

full benefits. Thfc Pension Task Force found that 80 percent of teacher 

3 

and school employee systems offer this early retirement option with 
eligibility based on age only, service only, or a combination of age 
and service. A teacher in Vermont, for instance, qualifies far early 
retirement benefits at the age of 55 regardless of years of service; 

0 

Rhode Island employees may retire with reduced benefits at any age after 

4 

completing 30 years of teaching. Most 'teachers , ^ke the one ^ n 0X3 i T 
illustration, qualify for early retirement only after reaching a speci- 
fied age (in the case of Michigan, age 55) and completing minimum ser- 
vice requirements (15 years of service)."* In exchange for early retire- 
ment, th§ employee must accept a reduced retirement income allowance. 
This reduction is derived from either aotu^rial calculations or a legis- 
lative decision (as x in the example of Louisiana below) ahd is intended 
to adjust for the longer perix>tr ! "&rver which the iretiree can expect to 
receive 1 the retirement allowance. For example^a Texas' teacher who 
retires at the earliest age possible, age 55 with 20 yearys of service, 
would receive only 70 percent of the annual retirement benefit he would 



1 

Teachers' Retirement System of Georgia, TRS Facts — ^Member's 
Guide to the Teachers Retirement System of Georgia, Atlanta, Georgia, 
1977-78, p. 4. , 
2 

Employees' Retirement System of the State of Rhode Island', Annual 
Report'" of the Retirement Board, June 30, 1977. 
3 

?ens%on Task Force Report, 1978, Table 25.° 

^State Teachers' Retirement System (information handbook), Montpelier, 
Vermont, July 1 , 1977; Employees Retirement Systjem*of the State of Rhode 
Island, Annual Report of the Retirement Board, Pro^id-ence, Rhode Island, 
June 30, 19(77. 

^Departmfent of Management and Budget,- Guidelines of the Michigan 
Public School Employees 9 Retirement System, Lansing, Michigan ,-1977 . - 

Aw / 
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Y ave received had he retired at age 60. « This early retirement benefit 
£fe derived from a standard annuity table and is the actuarial equivalent 
of the normal benefit. In another approach to computing early retire- 
ment benefits, the Louisiana statute established a parallel formula for 
the calculation of early retirement benefits in which each year of ser- 
vice earns a lower benefit : than it would in the normal retirement formula 

Most systems require retirement at age 65 or 70, although both 
Illinois and California have no mandatory retirement age. However, 
it is expected that the mandatory retirement age will be universally 
raised to age 70 in compliance with the recently enacted federal' law/ 

' Computation of Benefits ^ 

There are three element^^hich are used in the calculation of re- 
tirement allowances: the teacher's salary base, service credits, and 
a benefit formula. The benefit formula relates salary and service to 
determine the annual dollar value of the benefit. In more than a quarter 
of teacher systems (PTF) , a' fourth element, accumulated voluntary con- 
tributions by members, is added to the computation. 5 The annuity earned 
by the voluntary contributions supplements th§ allowance computed from 
the benefit' formula. , 

Before discussing in detail the elements and methods used to de- 
termine retirement allowances, it is important to recognize that the 
computation of benefits is particularly^sensitive to any changes in those 
three elements. To quickly demonstrate this sensitivity, consider a 
Texas teacher retiring after 25 years of teaching 4 with an average salary 
ba.se of $15,000. According to the Texas system benefit formula, his 
allowance would be figured as a specified percentage of his salary base 



> 



The ABC's of Teacher Retirement, System in Texas, Austin, Texas, 

revised version, August 1977. ' 

2 >> 

Teachers' Retirement Systefn of Louisiana, Baton Rouge, Louisiana, 
September 1978. * > N 

3 National Education Association, Teacher Retirement Sys^erjis, 1976'. 
4 P.L. 95-256, 1977. , > ' • V 

^Vevteion Task Force Report, 1979, Table 18; supplemented by the\ 
TRS Reports. . . - \ 
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(in this case, 2 percent) multiplied by his years of service. His 
allowance would be : 4 

2% x 15,000 x 25(yrs.) = $7 ,500 .annual allowance. 

However, suppose his school system instituted salary increases during 
his career which raised his salary base to $18,000; his allowance then 
would be: 

21 x 18,000 x 25(yrs.) = $9,000 annual allowance. 

Suppose instead that the^exas system allowed him additional service . 
credits for three years of out-of-state teaching; tjis allowance would be 

2% x 15,000 x 28(yrs.) = $8,400 annual allowance . 



Finally, if the Texas legislature increased the percentage of the salary 
base from 2 perdent to 2.5 percent, his allowance would be : 



' "2.5% x 15,000 x 25(yrs.) = $9,375 annual allowance. 

If all three situations occurred, the teacher's retirement income could 
increase to $12,600. ^ , 

Salary Rase . Various measures of the salary base are used in 
teacher retirement systems. In most systems coveting teachers, the* . 
salary base is the .average annual salary earned by the retirant over 
some time period near" the end of his career. The Pension •rTask ; -Force 

found that 90 percent of teacher plans used three-year to five-yeaar 

n i - <i' 1 r , 

averages. 

^ The annual salaries used in the salary base calculation may be 
chosen from varying time periods. For example, Alabama's salarybase 
is the average of the three highest annual salaries out 'of the last 



Pension Task Force R^p7>rt; ±978 , Table 37; supplemented by the 
T^S* ltepor ts. In our sample, we f^und only one system that used a career 
avedRe salary bas£. / . 
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ten years bf service; West Virginia's uses the highest five years' 
salaries out of the last 15 years, and a Minnesota teacher's salary 
base is defined .as the average of any five consecutive years -during his 
career. . However, since the final years are generally the highest earn- 
ing years in a teacher 'scareer, the salar.y base is usually constructed 
from the final three to five years'. salaries. ' 

• The method for computinXthe N salarV base, as well as salary increases, 
directly affects the site of the retirement allowance. With rising 
salaries over time, the longer the time period, the lower the salary 
base will be since lower salaries will be included in the averaging. 
To demonstrate this point, suppose a Texas teacher and a California 
teacher both retire with a final .year ' s" salary of $17,000. If both 
teachers had received annuai salary increases of 6* percent, } their earn- 
ings for the last five years of their careers would be: 



Year 1 - $13,466 
Year 2 - $14,274 
Year 3 - $15,130 
Year 4 - $16,037^ 



Year 5-- $17,000-- last year ' s' salary 

> 

According to their jespe'ctive plan provisions, the salary base for. the 
Texas teacher would be the average of his final five year's salaries; . 
"the California teacher's salary base would, be the avenge of his final 
three year's salaries.' This results in salary bases 'tfMjl5 ,167 and 
$16,043, respectively. Applied 'to identical benefit fdt4ilas, this 
would result in retirement allowances of \ 



Texas teacher: 2% x 15,167 x 25(yrs.) = $7,583,50 allowance. 
California teacher: 2% x 16,043 x -25(yrs.) =.$8,021.50 allowance. 



ERIC 



Teachers'- Retirement System of Alabama, Questions and Answer*- 
Retirement Allowances, Montgomery, Alabama, October 197-7; West Virginia 
Teachers Retirement System, Highlights, Charleston, West Virginia," July 

State of Minnesota Teachers Retirement Association, New Teacher 
Retirement Information, St. Paul, Minnesota, January 1978. 

In .reality, of course, the salary ^increases and retirement condi- 
tions for the teachers in the two states "would probably differ. The 
method for calculating the salary base and the 2 per-taht benefit formu- 
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Therefore, in this demonstration with identical salary histories,- re- 
tirement conditions and benefit formulas, the method for calculating 
the salary base alone made a $400 difference in the retirement allow- 
ances received by the two teachers m * 

. Given annual salary increases of 6 percent, a teacher's salary 
base would be ^ percent higher if averaged over a three-year rather 
than five-year period. In the case of the, Texas teacher such an in- 
crease in his salary base alone would increase his original allowance 
to $7,950 from $7,500. 

Some teacher retirement systems allow or require further inere^ 
ments or decrements in the salary b^se. Approximately AO percent of 
teacher plans (PTF) add unused sick leave, overtime pay or longevity 
pay to the salary base."'' This -would inflate benefits. On the other 
hand, some plans impose limits on the salary base, henoe,^on benefits. 
Oklahoma and Iowa impose upper limits on the salary t?&se-r$10,000 and 
$20,00Q, respectively—and the hypothetical Texas teacher woul^Nhe limited 
to a maximum salary base of $25,000. 

Service Credits . * The total Service credits accumulated by a re- 
tiree is the siiift o*f total service in the system, creditable .prior ser- 
vice,- and other allowable service credits as defined'by system rules. 
All plans (PTF, TRS) award one service credit for each year of full-time 
employment in the system; part-time service may bg creditable, although 
the calculation of part-time service credits varies widely among systems. 
Most plans (PTF, TRS^ have a minimum annual- hourly reqihirejnent which 
*must be satisfied in order to earn a one-year service credit; others 

give/ proportional- service credits for part-time teaching (e.g.., three- 

• 3 

fourths of a year's credit for one year's part-time teaching). "Prior 

las are part of the Texas and California System provisions. State 
Teachers' Retirement System of California, Service Retirement, Sacre- 
mento, California, September 1977; The ABC 8 of Teacher Retirement 
System in Texah, Austin, Texas,' August 1977, p. 4. 

^Pension Task' Foroe Report, 1979, Table 36. % % 

2 - 

State Teachers'* Retirement System of Oklahoma, Service Require- 
ment, Oklahoma City, Oklahoma, July 1, 1978; The ABC's of Teacher Re- 
tirement Systems* in Texas, Austin, Texas, revised version ^ugust. 197^. 
The Iowai system limits the size of the salary* base by imposing a maximum 
on the annual salaries used in the salary base calculation. Iowa Public 
Employees Retirement System, Your IPERS Beneftts, Des Moines, Iowa, 1976. 
i . 3 

f \ JPenston Task Force Report, 1978, Table 17; supplemented by the 
TRS Reports. * 3^ 
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services-service rendered *in the district prior to the initiation of 
the retirement system— is commonly credited automatically and without 
charge to the employee* Prior service credits are usually relevant to ' 
benefit computation only in newer systems. 

Most teachers may earn additional credits for service other than 

| teaching in schools covered by their retirement systems. The types of 
additional credit allowed by a retirement system should be important to 
a teacher siftce it not only could result in an increased or decreased 
retirement allowance but could 'also significantly affect his career de- 
cisions. Suppose, for example, that a teacher wished to transfer to 
another state. If he moved to Ohio, he would receive credit for his 
years of teaching outside the state; if he moved to Colorado, he would 
lose those years of credit. If a teacher in Georgia wished to interrupt 
his carper for sabbatic study, he would receive credit for that period 

^ of time; a Utah teacher would -not. SupAose'a teacher wished to stop' 
teaching for severdl years, perhaps £or n^ternity leave. Years later 
when she returned to teaching, she could receive credit for those earlier 
years of service if she belonged to the Tennessee system; if she belonged 
to the Iowa system, she could not. Finally, suppbse that a persorf wanted 
to change occupations/ In Montana, service credits earned by a person 
in the Public Employee's retirement system are automatically credited 

. to^ttfe Montana teachers system and without cost to the employee. . * 
More liberal service credit provisions are obviously desirable to 
teachers, but are more costly to the retirement systems which must fund 
the increased* retirement allpwances th&t would be earned. Therefore, 
even in systems with liberal provisions, those years of extra^credit 
must be "purchased 11 either through the direct transfer of funds from ' 
one system to another (e.g., bptwjaen the Chicago and the Illinois systems) 
or from additional contributions made by the (teacber . However ,. even if 
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Nearly two-thirds of local systems in bur sample were established 
prior to 1910. Of the three systems established after that time, only 
one did net^-automatlcally credit prior service. (National Education 
Association, Teacher Retirement Systems, 1^6.) 

"Purchasable" service credits are aflowable according to the plan 
regulations. If the service (be it out-of-state teaching, military ser- 
vice, sabbatical, etc.*) is purchasable, the employee must pay to the 
system some portion of the actuarial cost of the benefits' which that 
additional year' of credit will earn for him. Generally r~the cost is 

32 
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the additional service credits must tfe purchased, liberal provisions 
af^e still advantageous to the members of a teacher retirement system. 
Suppose^ for .instance, that a teacher moved from Texas to Ohio, At 
age 60 with 25 years of service (and a salary base of $15,000) he would 
receive an annual retirement- allowance of $6,375, However, according 
to the Ohio provisions he may elect to purchase fivfe additional cfcedits 
for-his' years of teaching in Texas at a cost of approximately $4,800. 
It is conceivable, then, that for a*$4,800 {investment, he could increase - 
his annual retirement allowance from $6,375 to $9,000, a difference of 
$2,625 per year. It should also -be remembered-' that, as we'explain on 
page 35, a teacher who leave one retirement system for another generally 
withdraws the contributions he t has made to the old system. Therefore, 
in many cases, the purchase of out-of-state credit amounts to a simple 
transfer of funds from one system to another. 

Most teachers may receive credit for out-of-state teaching; however, 
for the reasons stated above, credit for years of out-of-state teaching 
without cost to the member is very rare. Usually,. in order to be eligible 
tp purchase out-of-state credits, the teaoher must fulfill a minimum 
service requirement in the system and .must contribute the actuarial equi- 
valent of' the contributions he would have made to the system during the 
years .for which credit is given. In about half the teacher 'and school 

enjployee systems (PTF) , the employee contributes less than the full 

. 2 

actuarial cost to the system; the system finances the remainder. About 

three-quarters of all teachers belong to a system which allows the pur- 

3 

chase of out-of-state service credits (PTF), However, "purchases 11 are 
almost always limited to 5 to 10 years. 



greater than the contributions he ordinarily would have made to compen- 
sate for lost inWstment on those contributions, 

"'"According to the Ohio system provisions and assuming that the 
teacher earned about $12,000 per year 'earlier %n his career, each year 
of out-of-state credit would cost approximately $960. The figure does 
not include* the 6 percent compound interest that would be charged if 
ttie Ohio teacher delayed purchasing the credits* .until later in his career. 
Tfte State Teachers' Retirement System of Ohio, 'Purchasing SeTVioe Credit , m 
Columbus, Ohio, 1976, 

Pension Task Forde Report, 19JfU Table 47, 

^Pension Task Force 1978, Table 47; Supplemented by TRS report 
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Service credit without cost, for previous years of teaching occurs ■ 

•more frequently when transferring between a state retirement. system 1 and 

a local system operating in [that state. In order to automatically, 

transfer service credits ^ithoutj purchase , a reciprocal agreement must 

exist between the two systems. As teachers move .between the systems, 

years oir service, and both employee and employer contributions are credited 

.to the teacher's new account. . Depending^ upon the agreement, the funds 

may or ,may not be actually transferred to the r*ew system. According to 

the Pension Task Force /most" state retirement systems have reciprocal 

agreements with both other instate local teacher .and state non-teacher 

retirement systems. 1 While, only, about, 20 percent of local teacher plans 

(PTF, TRS) grant credit for other instate teaching without cfcst, these 

plans, are generally the largest loca^l systems and cover over three-<juarters " 

of the teachers. in locals systems . 2 For example, both 'the -New York City 

and Chicag^ .teacher systems maintain reciprocal agreements with their 

respective state systems. 3 This means that a New York City teacher may 

move to another school system in New York state and switch to \he state 

retirement system without loss of benefit credits or accumulated inter- 

• est on his contributions. If agreements do not exist between state and r 

t 

local systems, service credits must be purchased. For example, the \ ^ 
state system in Missouri requires teachers to buy Kansas City and Sts 
Louis' service credits in the same manner as out-of-state teaching credits. 4 

The P|psion Task Fqrce- report supplemented by our sample (TRS) in- t 
dicates that service credits are generally transferable between a state 
teacher system and state and local government employee systems <which 
operate in the same state. 5 For example, the Mont ana< teacher system > 
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1 % 
Periston Task Force Report , 1978, fable 47, ; $ 

•Pension Task'Force Report, 1978,' Table 47; .supplemented 'by TRS^ 
reports. 

3 ' s 

New York Statife 5 Teachers 1 Retirement System, Prior Service and 
Transfer of Credit, Albany, New York , ,1977-78; National Education Asso- 
ciation, Teacher Retirement Systems, 1976,'p. 33, 

* ■ 4 

The Public School Retirement System of Missouri,. Missouri Teacher 
Retirement, 'Jef fer son City* Missouri, October 1975. 
•5 * 
Pensvon Task Force Report y 1978", Table 47, * 
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, credits any st#te or local government employment within the state;, con- 
versely T credits earned in the te'acher system may be transferred to the 

1 

Montana, Public Employees' Retirement System. - 

Almost all systems (PTF, TRS) allow employees to purchase credit 

for authorized military leaves and sabbatic study. Other forms of credi- 

" - • 2 
table service depend upon the specifics Qf plan provisions . From our 

sample (TRS) , military service is "generally credited without cpst if a 

teacher is drafted or serves during a national emergency , interrupting 

his career; however, prior military service is of ten ^purchasable, .>de- J 

^ / * y : , 

pending upon t^e^plan provisions. Other activi tie s may result in allow- 
». % able credits. Alaska automatically credits up to 15 years of work in 
the Bureau of Indian Afffaira,; Ohio allows up td'5 years credit for 

y 1 ° 4 ^ 

teaching in private schools in or outside Ohio. California offers .the 
widest range of possible service credits . . Along with, military service, 
& California teacher may also purch^e credit for sabbatic leave, Jul-. . 
bright s leave, and employment^ in* the Red Cross, Job Corps, university ^ 
teachingv-^aojd dertain ' types of childo care. * 

The Benefit Formula . The .retirement allowance formula relates the 
relevant elements — usually salary base and service credits — to determine 
the amount of the benefit a retiree* may receive. There §re 'two types 
of retirement benefit Sormulas used by teacher retirement plans: flat 
rate and unit benefit. ' „ , ' 

In a flat rdte ¥ormula, once a%eacher qualifies fox retirement, 
his annual retirement benefit is calculated as a ^flat. -percent age of his , 
salary base. Consequently, a teacher woul4ng,t**t^ceive a higher i^r-' 
centage of . his salary* base *\f fiepwork.ed ^Seyond^the jnormal* retirement 



Montana Teachers 1 Reticent System, Han4book>< of Information, 
Helena, Montana, July 1, 1977." % *' * 

2 « 

Pension Task Force Report, Tablp, 47 ^supplemented by. the TRS 
reports. * . • 

3 " 5 ? ■ 
. Ibid. " 

^Alaska Teachers' Retirement System, information' Handbook, Juneau, 
^Alaska, July 1977; The State Teachers Retirement System of Ohio. Service 
Retirement , Columbus , Ohio, 1977. - 7 

" f 5 State Teachers Retirement System in California, Additional^ Service 
Credits, Sacramento, California, 1977.* $ 
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service requirement. In the unit benefit method, on the other hand, 
each year of service entitles a retiree^ to an increased, percentage of hi 
salary base. Therefore, additiorfal years of service ea£n additional 
percentage increments of the base salary. , /f* 
¥ . While the flat rate formula is common fot some public employee, 
systems (e. g. police 'and*f ire) , it is one of the leatet popular" berief it 
formulas used by teacher systems, 1 Intact, the Iowa system", wJjdTc 
covers all state employees and teachers, was the only plan in'ou/ sample 
which used a flat percentage fcflhnula. Once'an Iowa employe>-trualif ies 
for retirement, he received a benefit of approximately 4/^percjent of 
his salary base, independent qf his length of, service. ^ Therefore, an 
Iowa teacher who retires at age 65 with a salary base of $15,000 would 
receive a retirement allowance of: ^ 



x 15J300 = $6,600 annual allowance. 



The mcfet common method of benefit calculation used by teacher 0 
systems is the unit benefit method. The unit <benef it" method calculates 
the annual allowance by multiplying a stipulated percentage of the em- 
ployee's salary base by the years of service credits he has accumulated 
For example, the Calif ornia -plan provisions set the formula percentage 
^ at 2 percent. A California teacher who retired after 25 years 'service 
with a salary base of $15,000, would be entitled to an allowance of:* ' 

' • '2% $ 15,000 x 25 = $7,500 annual allowance'.' * * - . 



1 . : 

Pension Task Force Repqrts 1978, # T able 3#. v * 

The flat percentage formula; adopted in 1976, is used for all new/ 
•members. Retirement beriefits for members who joined prior tp 1976 are* 
calculated using either the flat percentage formula or the old unit bene- 
fit formula (1.57 percent x years of service x-salary base), whichever 
results in the higher benefit. Iowa Public Employees Retirement 'System, 
Your IPERS Benefits, Des Moinejs, Iowa, 1975. ~ ' 

State Teachers Retirement System of Calif orffia, 4 Service Retire- 
ment, Sacramento, California, September 1977. 
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The wide variation in allowances provided by plans is a result of dif- • 
/ ferences -in the percentage multiplier and how it is applied to the ye^rs 
of service and the salary base. As we demonstrated in our Texas teacher 
example- on p. 15, a*. 5 percent change in, the multiplier can 'cause a 
considerable change in the allowance a retired teacher receives. With- 1 

in the broad category of unit benefit formulas, there are three basic 

/, 

types which are used in teacher retirement allowance contributions: 

-j 

single rate, step rate, and variable rate. v 

The 'single rate formula is used'by most teacher plans. * In a single 
rate formula, like the one used in California, a flat, percentage (usu- 
ally between 1.5 and 2- percent) is applied to the employee's salary 
base. This represents tljp benefit amount earned for each year of ser- 
vice. To compute the totafrl annual allowance, this amount is multiplied 
by the number of service credits earned by the employee. The most 
important feature of a f la£ rate formula is that the percentage Mul- 
tiplier is constant for all levels of Salary^or service credits. A 
single rate formula may or may not be integrated with Social Security, 

^ although trtost are\not. South Dakota is an example of a system that is 

I 

partially integrated with Social Security. A South Dakota retired 
teacher receives either: 

a ^ 

1% x s'alary base x service credits OR 

2% x salary base x service credits - Social Security ( and other 
publ)ic benefits 

whichever results in Jjie^iiigher benefit. 

, The step rate formula applies different multipliers .to different^ 
portions of a retiree's salary base. It is ordinarily used in systems " 
which are fully integrated with Social Security. In this unit benefit 
method, an employee receives a lower benefit fr*r the portion of his 
salary on which his Social Security benefits are historically based. 
Therefore, the plan provisions designate a salary base "breakpoint 11 
and apply a different; multiplier to the salary base above and below 
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*Sec. 3-13-r01, South Dakota Retirement System Law, Pierre, South 
Dakota, July 1977. 
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tjiat point - . To illustrate, the Tennessee .benefit using a $7,800 ; 
"breakpoint" is ejaculated as fcftlows\ For a teacher having a .$15/000; 
salary base, a lower rate (1.5 percent) is applied to the v salary below 
the breakpoint ;^,higher rate (1.75 percent) is applied .to the salary 
above the breakpoint. ' . • ' 

[1.5% x 7,880 + 1.-75% x. 7,200] x 25(yrs) - $6,075 annual allowance" 

The Variable rate formula. applies different multipliers to differ- 
ent portions?^ th e" retirees' service credits. It is widely used in 
systems which have' recently revised either their- benefit formula or 
service requirements and is a convenient way to mal^e prospective bene- 
fit changes. In ^ variable rate formula, the multiplier changes with 
.the .number o'f service credits' or when the service accrued. For example, 
the Arizona formula uses a benefit multiplier of; 1.5 percent for' past 
service credits (for service performed prior to July 1967) and 2 perejent 
for current service credits. 2 Similarly, Illinois multiplies the salary- 
base by 1.67 percent for tflfe first 'ten years of 'service, by 1.9'perc'ent 
Sot the second ten years, and 2.1 percent of the third ten years, and 
2.3 percent for all years of service over 30, up to ^a limit of 38 years. 3 
Therefore, a retiring Illinois teacher with 25 years' of .service and a 
salary base of $15,000 would receive: 



il.m.x $15, 000 -x 10) +"tl3« x $15,00 x 10) + (2.1% x $15,000 x 5) 
$6,930 annual -allowance. * • 

~ J 3 J » ' 
• These J>reakpoints are* historically tied to the .Social Security 
contribution/ base.. For example, as of 1975, the South Carolina system* 
used a $4^600 "breakpoint 11 (which wag, the maximum taxable earnings for 
Social Security from. 1960-1965) jand Tennessee uses a $7,800 "breakpoint" 
(maximiim taxable earnings- from 1968-1971). (Tennessee Consolidated 
Retirement System, Nashville, Tennessee, January 1977'; So'uth Carolina 
formula information from: National Education Association, Teacher .Re- 
tirement Systems,* 1976 ,* pp. 102-103.) 

2 • ' " • * 
4 Arizona State Retirement Plan, Information Booklet Phoenix,' ' 

Arizona, July 1978. - / - " 

3 * * « * 
Teachers' Retirement System of the State o£ Illinois, Retirement , 

Springfield, Illinois, September 1977 . 
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An increasing multiplier such as this might be used to encourage teachers 

\ ' . * . . 

to remain employed longer. On the 6ther hand, Colorado applies a re-' 

duced multiplier for all years ol credit over 20. ^This might create 
incentives for earlier retirements. t 

E ar ly /Re t i r emen t , 'Almost all tfcacl^jer retirement systems have pror 
visions which allow retirement* prior to the normal or optional retirement 
age. However, if a teacher elects to retire early, his annual "retire- 
ment allowance will be less than if he had remained iti the system until 

eligible for normal or optional retirement. The reduction in benefits 

i 

occurs for three different reasons. First, he will have fewer service* 
credits than he would have at normal retirement. Second, *he will re- 
ceive benefits over a longer' time period, hence his annual benefit must 
be reduced to maintain !, actuarial !l equivalence with the normal retire- 
ment benefit. /Third, his salary base is likely tQ be lower. 

At least half of the systems in our' sample (TRS> indicated that 
early retirement benefits are "actuarially reduced" according to iridiv- 
i^ual teacher characteristics and other actuarial considerations. In 
the remaining systems, the early retirement allowance is computed by 
a separate** formuJLa or the normal allowance is reduced by a set percent- 
age according to the age of the retlrant or the number of service credits 
This may or may not result in actuarial .equivalence. For example, for * 
normal retirement, California uses a c flat rate formula of 2 percent of 
the salary base multiplied by the service credits. In the case»of early 
retirement, the 2 percent factor is reduced 0.01 percent for every 
month uAder the normal retirement age."'" The allowance formjuda for <a 
teacher Ve tiring one year early would use a multiplier of 1.88 percent < 
rather than 2 percent. This formula results in a total allowance re- 
duction of 6 percent for every yeaY prior to the normal retirement age 

that a teacher retires. ' \ 

* ^ ' 

The most common method of calculating the early retirement reduc- 
tion is by 'reducing the total allowance directly in proportion to the . 
gap between normal and actual .retirement age and service, credits of 
the retiree. Nearly 60 percent of the' systems (TRS) using this method 



1 t 
State Teachers Retirement System of California, Service fietige- 

rnenty Sacramento ^California, September 1977. I 
* ■ 5. 
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reduce the . fuil retirement allowance by '6 percent for every year under 
the normal retirement age or under the minimum, service requirement. 1 
Marylaira, for inst^pe, has* a normal retirement age of 60; therefore, 
a teacfcir retiring at <5age 60 with a^ salary base of $15,000 and 25, years 
of credit wpuld' receive an allowance of : ' 

1,8% x 1-5^00 x 25 •= $6,750 annual allowance, . 

\ 

However, i£ the teacher elected to t retire at age 55 with 25 years of 
servient jthe same salary base^he allowance -would be reduced by 6 per 
cent for eafch^f the five years uhder the normal retirement age of 60, • 
Therefore, tfie early retirement allowance would be': ' - 

1.8% x 15,000 x 25 = $6,75Q annual normal retirement allowance. 
$■6,750 -58% (or $2,025) = $4^725 annual early retirement allowanc 

"Social Security leveling" is another form of early retirement 
option \?hich is offered 6y a small percentage of systems. 3 Its purpose 
is to provide a retiree with a higher annual allowance during the years 
before *he is eligible for Social Security benefits. Social Security , 
* leveling is offered only to an early retiree and entities him to a 
higher monthly allowance during the 'early years of retirement and a 
reduced allowance af terVhe r^fl^^^gins to receive Soci^ Security 
benefits. * v n^^- ' * . 

In the system's Handbook for Members , the Virginia Retirement 
System illustrated how this option works. A male teacher who" retires 
at age, 62 with 30 years service and a salary base of $10,000 -would ' 
receive an annual retirement allowance If $4,50<), However ,'/TF he chose 
the Social Security leveling option, he would receive an- iikreased ) 

■ • - V\ 



% « ^e.TRS Reports, 



^ Maryland State Retirement System, Retirement Allowances', Balti- 
more, Maryland, July 1, 1977. ^ 

In,6ur sample, the Social SecurX^teveling optfion was found in 
seven systems: Idaho (1976), Indiana (1977), Michigan (1977) , * Sotith 
Dakota (1977), Tennessee (1977) y Vermont (1977), and Virginia (1975)% 



allowance of $7,425 every year prior to age^S. At age 65 , 4*£s- allow- 
ance wouldbe reduced to only $3,858.^" Presumably, however^ the Social 
Security benefits that, he would begin to re9eive at that age would 
make up the difference and therefore iqaintain a level income through- # 
out his retirement . ' 

Allowances Earned on Additional Employee Contributions . After 
the formula allowance is calculated,, some systems provide that a re- 
K^tiree's allowance may be increased by the addition of ;an annuity which 
is earned on a member''s contributions to the system. These contribu- 
tions may be either ^mandatory or voluntary. In our sample (TRS) , 
approximately 25 percent of teacher systems allowed ^lembers, to make 
voluntary contributions of up to 10 percent of their yearly salary. 

' (California allows contributions of up to 20 percent and Utah permits 

2 

unlimited contributions . ) At retirement, an annuity purchased tfith 
these contributions and the interest earned on -them are added to a 
member's total allowance. A few systems increase the fdrmula benefit 
by adding an annuity based on a member's mandatory contributions.* 
For example, the Indiana benefit allowance is the sum of a formula 
pension provided\y*»the system (1.1% x salary base x seryice credits) 

plus an annuity based upon a member 's 'mandatory contribution of 3 per- 

''3 - -* . 

cent of his yearly salary. , ^ 

Minimum and Maximum Allowances. At least half the teacher systems 
* — 

(PTF) have provisions for a guaranteed minimum allowance , although 
sometimes a service requirement must bp satisfied.' Some provide flat 
minimum! amounts, varying from $840 per year with 20 ye-ars credit i 
NorttfCarolina to $1,200 annually in Maine with 10 years of service 
Other minimums are directly -related^ to length of service. Washington, 



1 * ' - 

Virginia Supplemental Retirement System, Handbook for Members, 

Richmond j Virginia, n.d., p*. '7. » % 

State Teachers Retirement System of California, Tax-Sheltered 
and Voluntary Annuity Deposes ,' Sacramento, California, September 1977 ; 
Utah. State Retirement System, Highlights, Salt Lake City, Utah, July 
1977. ' * ^ — , 

Indiaiia 'State Teachers' Retirement Fund, Member's Handbook , 
Indianapolis, Indiana-,^ November 1977. - , * 

- Sec. 135-5 (d)^Retirement System for Teachers and State Employees 
of North Carolina, Raleigh", North Carolina, 1975; Report of \he Maine 
State Retirement System, Augusta, Maine, January 1978. * x 

3? 



for instance, grants -a minimum annual allowance of $78 for e^ch year of 

- service. ^' * < • . - *' 

About one-third of teacher retirement plans (PTF) have provisions 

*for a inaximum allowance which is often set stt a flat percentage of the 
salary, base. Although it can be set as low as 75 percent of an em- 
ployee's salary base (as in Connecticut), Louisiana allows a maximum 
allowance equal to the salary, base . 

Retirement Payment Options 

The retirement allowance calculations outlined above are for full 
benefits. How those benefits are paid to the retirant depends, upon 
wtfat guarantees accompany the payment. The more liberal the guarantees, 
the lower the payment. All options, however, are actuarially equivalent. 

Single L ife Annuity . This payment , option guarantees retirement 
payments; during the retirant f s lifetime. Therefore, this option usually 
.provides the highest monthly annuity possible," This form of retirement 
payment is offered by all system^anji, if a retiring member has not 
elected on^of the following options, his pension is automatically paid 
as a single, life annuity, • 

Annuity Certain . Like the single life annuity, this option pro- 
vides payments throughout a teacher's retirement. However, it also 
offers limited survivor's benefits by guaranteeing annuity payments . 
over a definite period of time. If a. retirant chooses this option, he 
or his beneficiaries are guaranteed to receive annuities over a speci- 
tie period of time, usually 5 to 10 years. Should the retirant die 
before the full 60 or 120 monthly payments have been made, his bene- 
ficiary would receive the remaining payments. If the retirant outlives 
the^5 or 10 year "annuity, certain" period,^ he continues to receive pay- 
ments until his 'death, but no % survivor 1 s 'benefits are paid. Approximately 

> 

teachers' Tfetirement System of the State of Washington, Actuarial 
Valuation as of June Z0 S 1976, July 1977, 
2 

Pension Task Force Report, 1978> Table 26, 
3 . 

Teachers' Retirement Board, Connecticut State Teachers Retirement 
System, Hartford, Connecticut, 1976 edition; Teachers' Retirement System 
of Louisiana, Baton Rouge, Louisiana, September 1978. 
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50 percent of teacher systems (PTF) offer this type of option. 

Modified Cash Return . This payment optiot^ ensures that a member 
will receive his total retirement allowance, either ( in the form of 
annuities during* his lifetime "or in limited survivor's benefits after 
his death. Under this option at a member's deatti, the remaining funds 
in his retirement account, if any, 1 are awarded to his beneficiary in 
a lump sum. In some systems a retirant must accept an actuarially re- 
duced annuity if he chooses this option; other systems routinely return 
, remaining contributions without the actuarial reduction in lifetime 

annuities. The Pension Task Fgrce Report found that* 75 percent of 

~ * 2 

teacher systems offered this payment option. Table III-2 below illustrates 
how the modified cash return and the various survivor's benefits affect 
the annual allowance received by a retired teacher. 

Table III-2 

. • u 

THE EFFECT OF' SELECTED PAYMENT OPTIONS ON A SAMPLE 
ANNUAL RETIREMENT ALLOWANCE 3 

Option* ■ Annual Allowance 

* b ~~ r 

Modified Cash Return (or Single Life Annuity) ( $6,075.00 

100% Joint Life Annuity ^ 5,382.45 

5,0% Joint Life Annuity 5,704.43 

100% Joint Life Annuity w/ n Pop-up M Provision 4 : 5,18$.05> 

50% Joint Life Annuity^ w/ ,, Pop'up" Provision 5,595.07 



SOURCE: Tennessee Consolidated Retirement .System, Member 'Handbook , - 
Nashville, Tennessee, January 1^ 1977. 

^hese figures are assuming a female teacher retires at age 60 with 
25 years of service and a final salary base of $15,000*., Her beneficiary 
is a male, also aged 60. 

^Under Tennessee system provisions, the single life annuity also pro- 
vides for the return^ of remaining member contributions, as in a modified 
casji return plan. ♦ 



Pension $ask Force Report , 1978, Table 33. , 

2 / 
Ibid. These data do not include mixed coverage systems. 
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Survivor's Benefits , A retired may elect 'to spread out his retire- 
'ment allowance payment over his lifetime^and that" of his beneficiary. 
However, since this option is likely to result in greater payments than 
any other option, it usually also results in the greatest actuarial 
reduction in the monthly benefit. The most c'ommon form of survivor's 
benefit is the joint life annuity which assures the beneficiary of re- 
ceiving a lifetime annuity after the retirant's d'eath. A "full" life- 
time annuity (or 100 percent joint life annuity) provides for a survivor's 
annuity equal to that received by the retiree, and is available in al- 
most all systems."** Many systems also offer survivor's annuities equal 
to some fraction of the full annuity, with higher monthly^ payments. ^ 

Four systems- in the TRS sample (New York, ? 0hio, Tennessee, and 

Utah) offer a, special "pop-up" provision in addition to the jjoint life 

" < 2 

annuity survivor's benefits.- In general, survivor's options must be 
selected prior to retirement and the beneficiary may not be changed. , 
Therefore, if a member chooses a joint life annuity option and his 
beneficiary predeceases him, his monthly annuity remains the same and 
his survivor's benefits &re lost. However, if a. retiree elects a "pop- 
up" provision and his beneficiary predeceases him, the survivor's 
benefits are lost but his monthly annuity "pop§ up" to the maximum 
annuity allowed (e.g., as if it were a single life annuity). 

POST-RETIREMENT ■ ADJUSTMENTS * 

-'•Post-retirement allowance adjustments are a Significant feature" 
of a plan's benefit package since such 'increases are intended to allow 
benefits to keep up with the rising cost of living. If inflation con- 
tinues at its present rate, the amount and frequency of post-retirement 
benefit adjustments will become increasingly important to teachers If 
the adequacy of their retirement benefits is to be maintained. For 



v Pension Task Force Report, 1978, Table 33. 

i 

New York State Teachers' Retirement System, Options, Albany, New 
York, 1977-78; The State Teachers Retirement System of Ohio, Service 
Retirement, Columbus, Ohio, 1977; Tennessee Consolidated Retirement 
System, Nashville, Tennessee,. January 197/; Utah State Retirement Sys- 
tem*, Guideline to Retirement, Salt Lake City, Utah/ July 1977. 
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example, consider a teacher who retired with an annual allowance of 
$7,500 in 1970, If he received an automatic post-retirement increase 
of 5 percent per year (the largest increase currently offered), his re- 
tirement allowance would now equal $11,635. However, in real terms, the 
purchasing power of that* increased allowance would have decreased by 
39 percent due to inflation. In fact, to keep pace with inflation over 
the past ten years would have required a post-retirement increase of 
almost 9 percent per year* Therefore, teacher retirement systems are 
likely to come under continuing pressure to liberalize their benefit 
adjustment provisions by," in some way, coordinating the adjustments with 
changes in the Consumer Price Index; Many systems, however, assert that 
liberalized post-retirement adjustments would be difficult, if not. 
presently impossible,' to fund* However, the state or local system's 
ability to fund such increases can only be evaluated based upon the 
fiscal capacity of the* tax base which supports it. For a more complete 
discussion ofc this issue, we refer the reader to Richard B. Victor, the 
Financial Condition of Teacher Retirement Systems (see Preface) . 

Ninety-five percent of all teachers (PTF) belong io ,a retirement 

1 

system" offering s'ome form of post-retirement benefit adjustment. Post- 
retirement benefit adjustments — or cost-of-living increases — may be 
made in three forms: ad hoc adjustments, automatic adjustments by" a 
constant percentage, arid variable adjustments* Table lil-3 presents 
teacher retirement systems according to the type of adjustment offered 
in their benefit packages. 

Ad Hoc Adjustments 

Ad hoc* adjustments, as the. name implies, are not made on a regular 
basis nor are the amounts of the increases set, by statute. Instead, 
the increases of varyiAg amounts are awarded at the discretion of the 
retirement board or the state legislature. The Pension Task Force 
.estimates that most teacher systems have granted ad hoc adjustments at 
one time or another. In general, ad hoc adjustments tend to be-larger 



Pensvon Task Force Report, Table 40^ supplemented by the TRS tepor 

4 I 2 

J Ibid. This data does not include mixed coverage systems. 
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, k Table IJI-3 , 

TEACHER RETIREMENT SYSTEMS BY TYPE OF POST-RETIREMENT- 
BENEFIT ADJUSTMENT 
(Year of Information) 



Automatic Adjustment 
Arkansds-1.5% (1977) 
California-2% (1977) 



Variable Adjustment Ad" Hoc or No Adjustment 

Alaska-4% limit (1977) 'Alabama (1977) * 

Georgia-3% limit (1978). Arizona (1978) 

Chicago, 111.-2% (1977) Louisiana-3% limit (1978) Des Moines, 10 (1976). 

Colorado-3% (1977) Maine (1977) Duluth, MN (1977) 

Maryland (1977) Indiana (1977) 

Mississippi (1977) Iowa (1975) 

Missouri-2%- limit (1975) Kansas (1977) 



Connect icut-3% (1976) 
Denver, C0-2% (1976) 
Hawaii-2.5% (1977) 



Idaho-1% + ad hoc in- 
creases (1976) 

Illinois-2% (1977) 

Kentucky-1% + ad hoc 
increases (1975) •' 

Nevada-2% (1977) 

Rhode-Island-3% (1977)" 

S. Dakota-2% (1977) 



New Jersey (1973)- 

N. Carolina (1975) 

Qh'io-2% lim-it (1978) 

0regon-2% limit (1978) 

S. Carolina-r4% limit 
(1975) ^ ' 

Tennessee-3^ (1977) „ 

Utah-4% (1977) 1 

Vermont-5% limit' (1977) \ 



Massachusetts (1966) 
Michigan (1977) 
Milwaukee, WI (1975) 
Minneapolis, MN (1976) 
Minnesota (1978) . 
Montana (1977) 
Nebraska (1975) 
New Hampshire (1975) 
New Mexico (1977) 



Virginia-5% limit (yrfS) New York . (19?8) 
Washing ton-3% limit 



(1976) 



N. Dakota (1978) 
Oklahoma (1978) 
Pennsylvania « (1977) 
St. Paul, MN (1975> 
Texas (1977) 
West Virginia;>(197*6) 
Wisconsin <1975) 



than automatic or variable/ increases, but* occur less frequently. 

For example, as of* 19.75,., the Texas legislature had approved ten post- 

retirement benefit adjustments in the 38-year history of the system, 
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including four adjustments since 1971. The 1975 adjustment granted 

* 1 

benefit increases of 5 to 18 percent. Similarly, in 1972, Kansas 

f 

awarded all retirees under the "old 'system 11 (those who retired prior 

to 1971)' a one-time benefit increase of 2 to 32 percent depending upon 

' 2 

their date of retirement. 



Aut6matic Adjustments 

Automatic annual adjustments are mandated by statute and are for- 

mally a.part o'f the benefit provisions^ They are "generally lower than 

ad hoc adjustments but occur oh a more regular basis. About 15 percent 

of teacher systems (PTF) provide automatic annual increases which coiil- 

3 • 

monly range -from 2 to 3 percent. 



Variable Adjustments 0 

At least 25 percent of state teacher systems and 15 percent of 
local teaser systems (PTF) award post-retirement adjustments which 
depend upon some internal or external indicator, such as the change in 
the Consumer Price Index or the system's investment earnings. The 
Mississippi plan provisions, for example, allow a discretionary 1.5 per- 
cent annual benefit increase ;Lf justified by the system's investment 

5 % 
earnings. * Teachers in Alaska receive ofte of the mOst generous^ post- 
retirement adjustments provided by teacher systems. In addition to 
an automatic 10' percent increase in the retirement allowance if a re- 
tiree remains 'in the state, an Alaskan teacher may receive a 4 percent 
•annual increase. "May 11 is an important word in variable increases since 
♦the increase is often awarded at the discretion of the retirement board 



National Education Association, Teachers Retirement Systems 67 , 
p. 107. > \ 

Section 74-4945, Kansas Public Employees Retirement Act, July 1976. 
^Pension Task Fcprce Report, 1978, Table 40. 

^Pension Task Force Report, 1978, Table 40. This data- does not 
include mixed coverage systems., ^ 

• 5 Public Employees' Retirement System of Mississippi, Service Re- 
tirement, Jackson, Mississippi, May 1977. 
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and may be graitted only as the additional funds become available. 'In 
fact, the Alaska retirement statute states that: 



When^ coadministrator determines that the cost of living 
has increased, and that the financial condition of the re- • 
tirement fund permits^ he may increase all service retire- 
ment and survivor's benefits salaries to reflect this cost 
of living increase. 1 „ . 

VESTING 

Vesting gives an employer's guarantee that an 'employee will even- 
tually receive a benefit based on his contributions and years of ser- 
vice to that' date. Once an employee's pension is vested ,7he~"need not"" 
work for that- employer continuously until retirement in order to re- 
ceive a retirement benefit. In other words, that employee has earned 
an irrevocable "vested interest" in that retirement system. 

Vesting is awarded in the overwhelming majority of teacher pension 
systems (PTF, TRS) regardless of size or \evel-of administration. 2 
Generally, vesting is earned after completioff*of a service requirement 
that varies' from 5 to 20 years. In local systems, with average service 
requirements for vesting of 10 to" 15 years, benefits tend to vest' later 
than in state systems. Benefits in more than half of state teacher- 
systems (PTF, TRS) vest after 5 to 10 years. 3 Two extreme examples 
, .of vesting requirements are Wisconsin, which has immediate vesting 
>(no service requirement) and New Mexico in which benefits vest only 
after a teacher qualifies for retirement. 

r 



4 



Breaks in Service \ •> 

Most teacher systems (PTF) allow as many breaks in service as 
desired without loss of prior service credits, unlike almost half the 



1 AS 14.20.280-350. • y 

2 " ■ 

Pension Task Force Report, 1978, Table 2L; supplemented by the 
TRS reports. 

J Ibid. * ' * ' . 7 

4- ' V ' - 

-The Wisconsin dataware, from National Education Association, 

Teacher Retirement Systems', .1976, pp. 124-126; the New Mexico data are 

from Educational Retirement Board, Educational Retirement Act and Retire 

merit Reciprocity Act, Sunfa Fe, New Mexico, July I, 1977., 
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police and fire systems which require continuo'us serv^ce-jun til .retire- 
ment."^ In addition, authorized leaves for maternity and sabbatic study 
are usually granted without constituting a break in service. However, 
wherPa^^emfeeaT leaves* the system or stops teaching, he must decide whether 
to leave his contributions on deposit or withdraw them. In order Go 
qualify for a deferred benefit, a member must be vested and leave his 
contributions on deposit with the system after termination. Even if * 
a teacher is vested, if he chooses to withdraw his contributions, per- 
haps to purchase credits in another system, he forfeits his; rights jto 
all benefits offered by ^the system. For example, if a Georgia teacher 
drops out of the labor force but leaver his contributions on deposit 

with the system, he is still covered by the system disability protec 

2 * ' 

tion and survivorship benefits. However, if the member is not yet 
vested, he generally must withdraw his contributions within specif iec 
amount of time (which acjjprding to our santpTe (TRS) varies from si x / 

e tT€ 

Wh$n a teacher .withdraws his contributions, he loses the- service 
credits earned to that point and any, employer contributions maae on his 
behalf. However, if he returns to the system, he may ,! buy back* 1 thos£ 
service credits by redepositing .the withdrawn contributions plus any 
interest that might have accrued had the contributions remained in the 
retirement account,^ In this way, buy-back provisions -are similar -to 
out-of-state credits. Approximately 90 percent of state retirement sys- 
tems covering teachers have "buy-^ack" provisions, while only 65 percent 



/ 

/ 



months to fo^ir y^*s). In 90 percent of\ the -plans (PTF, TRS), th 
contributions are ^refunded with 4 to 5 percent accrued interest*. 
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1 • ' v . 
Periston Task Force Report, 1978, Table*24, This data. does not 

includie mixed coverage systems, . - ? 

2 p , / 

- This- protection continues, up to f^ur years after the teacher s 

termination, 

^Pension Task Force Report , 1978, Table 20, In our sample, four 
systems: Colorado (1977); Minnesota (1978); Chicago; Illinois (1977); 
and Rhode Island (1977) , refund contributions without interest and 
Pklahoma (1978) and Missouri (1975) only refund contributions with in- 
terest after at least five years of service, ^ '*» ° 

^The accrued interest deposit is required* regardless of whether 
the contribution 'were originally refunded with interest, * 

* ~ * J _ . 
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of local system do (PTF). 1 However, several of our sampled plans (TRS) 
required teachers re-entering the system to buy back the credits within 
a specific dme period. For example, Nebraska a Hows a* 'teacher to buy • 
back those service credits^ if he re-enters the,system within 'three "'years 
of -withdrawing his contribution's^, ' f U ° 



.POST-RETIREMENT WORK 

► Cnma „ < 1 J f »_ JA. 



Some systems limit ttye amount of post-retirement work^which a 
retired teacher may perform in order to supplement his retirement allow- 
ance. In general,^ retirement allowance is not affected by any amount 
of Work or earnings outside of the system. Therefore, a retired teacher 
may work as much as ^he desires in private schoqls|_in other -private 
sector jobs, or in another^ area of public employment as long as it is' 
not covered by his pension system. T 

Part-Time Teaching ' ' t- 

Pafct- time Reaching within the system is allowed by nearly all of ' 
state,and local systems covering teachers (TRS). 3 Although Georgia 

allows unlimited substitute teaefehw^af ter retirement 

■ % - 



A 



most 



limit either the^ number^ of days a retiree^jay wprk'or the amoun 
may earn, gainings limlts/forL^ubstipite, teicb^ng" are- typically b<_ 
$2,000 to $<000 anne^iix. A Connecticut teac|er.^y earn up tq $3^600 
a year in covered teaching and I 4n Norj:h Carolina;' a retiree's post- 
retirement earnings in teaching pits .his" annoai> annuity' «ay oot exceed • 
his final salary base. Many systems restrict ^Asachers -to an, average 4 . 



Pension Task Force Report, 1978, Ta^Le^20j, 

Nebraska School Errtplpyees Retirement Syst&ft? Liikoln, Nebraska 
revised October 1975. • * ■ \ \ . 

The TRS. Reports. ' '• f * » * 

Teachers Retirement System of Georgia, TRS Faeta-*A' Member's 
Guvoe to, the Teachers Retirement System of Georgia, AtJantS, Geprgia, ' 
1977—78. • * a ' 9 " 

Teachers' Retirement Board, Connecticut State ^Teachers -Retirement 
System, Hartford, Connecticut, 1976' edition; Sec. 135-3(7)e; Retirement 
System /or Teae/zers and State Employees of 'North Carolina, Raleieh 
ot$h Carolina, 1975.'- ' * ' • , 6 , 
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of 60 to 90 days of substitute teaching. For instance, "Vermont allows 

up to 60^ days of substitute teaching or regular part-time teaching * 
with an earnings limit of on^jrthird the average teacher's salary in 
the stated 

In .most cases, if a retiree exceeds these limits, his retirement 

i 

allowance is. either reduced or suspended. 



DISABILITY BENEFITS * . 

Virtually all teacher retirement plan$ offer some form of disabil- 
ity benefit, (The only exception in our sample (TRS) is the Iowa state 

*. system. How'ever, Iowa wo^kfers are covered by the Social Security * • 

2 - 

system disability protection*) Most have minimum service requirements , 

of up to 10 years for service-connected disability and 5 to 15 years 

3 * 

^for nonservlce-connected disability. Approximately half of the systems 

(TRS) award disabled' teachers an annual allowance 5 basBd on a flat per- 

centage of salary at the time of disability.* For example, the basic 

**> 

disability compensation in/Colorado is 50 percent of the employee's 

'4 ■ / . ' • 

current salary. The remaining systems determine disability benefits 

, by using the same, formula that is used in the computation of regular 

retirement benefits. About 75 percent of these systems figure* tHe 

disability benefits based upon service years earnfed to date, wi^fio&t 

* 5' h J . 

the reduction for age, as in early retirement.. For example; a disabled 



"'"Board of Trustees, State Teachers' Retirement System Montpelier, • 
Vermont, July lj 1977. . - . 

Iowa Public Employees Retirement System, Your IPERS Benefits , 
Des Moines, Iowa, 1975 (including amendments effective July 1978). 

. Pension Task Force Report , 1978, Tables 27 and 28. r ' ' % 

^Colorado, like many othei;. systems /of fers another method of dis- 
ability benefit calculations. A Colorado teacher may instead be awarded 
a disability benefit equal to the regular service allowance he would ' ' 
have received had he* continued service ,,until normal retirement age, 
if thfs .calculation results in a lower benefit. (Public Employees' 
Retirement Board of Colorado, Know Your Colorado Retirement , Denver, 
Colorado, D'etembet 1977.) * ' 

5 The TRS ReporfsT* * *• . 
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Nevada teacher withj.0 years; credit and a salary base of $12,000 would 
receive a life-time disability allowance of: ; 

j 

, 2.5% x 12,000 x'lO(yrs) =» $3,000. 1 * 
• 

In othei^ system formulas, the years of service-' are increased to the / 
number^ the teacher would have accumulated if he had continued service 
until nonial retirement age. For example, Virginia disability bene- 
fits are figured using the standard 'Virginia retirement formula; 
however, the service credits are substantially increased to provide a 
higher benefit than the service credits would otherwise have earned, • 
Therefore, a disabled Virginia teacher under the same circumstances 
as the previous example would receive: 

* 1.5% x 12,000 x 20(yrs.) o - $3,600 annual allowance, 3 

Only about 20 pferc^^of, teacher systems (PTF) have provisions which 
offset disability benefits dollar for dollar by other forms of public* 
assistance such as Workmerj/s Compensation or Social Security.^ " 

DEATH BENEFITS ' > 

; Although post-retirement s\yrvlvor r s benefits are optionally avail- 
able to a member, almost all systems VT$S) provide a pre-retirement 
death benefit equal to^he member's accumulated contributions, usually 
in a lump sum, 5 Eligibility for tfhis type of death benefit generally " 

1 « ^ ' 

'NRS 286.620, 1077. / - 

* 2 • 

In calculating disability benefits, the Virginia system either 
doubles the number cf service credits -earned to date or increases* them 
to ..the number the teacher would have earned by age 60, whichever is 
^mailer. (Virginia Supplemental Retirement System, Handbook for Members, 
Richmond,, Virginia, 1976.) 
3 

The Virgin!^ disability allowance including Workmen's Compensa- 
tion and 50 percent of the Social Security benefits must equa£ at;- least 
66 percent of the teacher's salary base (Ibid., 1976), - . 

4 - > 

Pena%on Task Forot Report, 1978, Table 31. This data' does not 
include mixed coverage systems. 

. 5 The TRS> reports. 
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requires the completion of only one year of teaching. The Pension Task 
Force estimated that about 40 percent of teacher retirement plans offered 
an additional dea£h benefit which we found in our ^sample (T^S) to be 
c either 1-2 year's salary or a refund of the contributions made by the 
employer on the member's! behalf."'' For example; Maine offers an'addi- 

tional death benefit of .1-2 year's salary or a life annuity of $100-* 

2 ' o 

$300 per month. About 70 percent of teacher pensioii (PTF) plans offer 

survivor's benefits and 60 percent also offer benefits for children or 

3 

other dependents should a. member die prior to retirement age. 

A simple preretirement death benefit, which usually consists of 
the return of the member's contribution^, is available after as little 
as one V ear of service. However', stffviVo^s benefits usually require 
either 10 to 15 years of service or the number of years of service re- £ 

quired for vesting. The Montana system returns an employee's contri- 

* .V * * • ** ' 

1wt;Lons should he die before he is vested. However, once a Montana^' „ 

» * / 

teacher is vested" (5 years of service) the survivor's benefits , increase 

to a lump-sum death benefit of $500 plus a monthly annuity equal to 

the retirement credits earned to date and an additional $100 per month 

for dependent* children, - In many cases, however, survivor s benefits s 

for a^ spouse without children' may only begin at age 55 or 60v Sojrtfi 

Dakota provides a spou'se-only annuity of „40 percent of^a mentopi£' / salary 



, payable only after an unremarried spouse reaches age 65. However, for 

an additional 1 percent employee contribution during his career, a South 

Dakota member may purchase a spouse-only benefit which would begin 

( r 5 

iiranediately* upon his death* * 



1 * i 

*xhe Task Force, however, did not define the amount of the addi- ^ 
tional lump sum death benefit. (Pension Task Fpree Report, 1978, Table 32.) 
It is also' difficult to tell from our sample how often each of these 
forms of death benefit occurs,, " ' ^ - 

2 

Report of the Maine State Retvrement System, June 1977, 



3. 



Again, however, theLTask Force Report did not indicate the amount ^ 
of the benefits nor the service requirements needed to qualify. (Op. cit.) 
This data is for "teacher 11 system^ only. 

Montana Teachers' Retirement System, Handbook of 'Information, 
Helena, Montana, July 1977. , „ 

^Connecticut also offers increased survivor's benef-ifes^ith an 
additional 1 percent contribution, (Sec. 3-12-105, South, Dakota' Retire- 
ment Law, July 1977; Teachers' Retirement Board £ Connecticut State 
q , Teachers' Retirement System, Hartford, Connecticut, 1976 edition.) v 
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OTHER BENEFITS AND PROGRAMS 
f 1 In addition to retirement, disability and death and Survivor's 
I benefits, a teacher retirement system may also offer jlo its' members 
lather benefits such as group life insurance, post-retirement health 
insurance, a program for purchasing tax-shelfrered annuities and provi- 
sions for borrowing back contributions an employee hasmade to the 
System. 

Group Life Insurance 

Approximately. 20 peftent \o£ the - systems in our sample (TRS) offer 

their .members coverage in gro.up life insurance programs. In sevfen of 

those systems, such as Hawaii, the premiums are paid entirely by the * 

state. On the other jhand, the St. Paul system purchases life insurance 

♦ 

in the sum of $5,000 for each teacher; the teacher may also purchase' 

2 " * 

up r to $15,000 through payroll deductions, » * 



Post-Retirement Health Insurance , f ^ 

^'Similarly, 20 percent of the systems in our safople (TRS^^fer * 
health insurance for/their retired members, 3 About 75 percent of thesp 
systems^provide'healtfi caVS to retirees ak an additional 'ftetiremefit 9 • 
benefit s and at no cost to the member, Ih°£he Ohio plan, health carg* . 
for a^retirant.and his spouse is paid by tjje* "system, but sfmilar care v ff 

f or. -dependents must be purchased through deductions from the retiraht's « 

* ' » .4 • « ° f 

•monthly allowance. * 



vThqse systems are Co±^5f3d<?; J^waii; Kansag; Maihe; No rtfi Carolina; 
^rSegj^St. Paul; Minnesota; \ Tennessee; Utah*;"' Virginia; and "Wash- / 
ingtoji ^(National .Education Association Teacher Retirement Systems* 
1976). * * t o. » . 

Both examples were cited In National* Education- Association , Teacher * 
Retirement' Systems , 1976, v, bp, 28^29. 139-140, ' f \ 

These systems are:/Alaska (197?$; Hawaii (1976) ^ Kentucky (197$);,; 
Michigan (1977); St, Paul (1975); Minnesota (197.8); Qhio'(1978); Ok&a^- < W 
homa (1978); Oregon (1978); Tennessee, (19 f ?7) ; Utah (1977); and VermotiSt * \ 
(1977) • (The Kentucky and^St, Paul examples were cited in National „ • \ 
Education Association, Teacher, Retirement' Systems , 1976,)* • ' 

The State Teachers '-"Retirement System of Ohio, Ohio* "Retirement ° * * 
Systems Comprehensive Medicfy Expe9is^ Benefits , golumbus^-phio, 1978, 



Tax-Sheltered Annuities 

"^A program of tax-sheltered annuities is prqvided by abuut 35 per- 
'cent.of teacher retirement systems* (PTF) . ^According to jjany retire- 
ment systems, tax-sheltered annuities' are not on^y an additional source 
Of retirement income, they also off el: a, member ^possible federal and ^ 

state "tax-breaks" which makes the program more "desirable than conven- 

2 * * * * - 

tional savings plan?,. Tax-sheltered annuities may be regarded more as \ 

a fo%m of deferred salary than a% a savings plan since an employee's 

contributions to an annuity fund are deducted before taxes. Taxes on 

those salary deductions .are p'aid only as they are 'paid jout in benefits, 

therefore reducing aa employee's curreut tax burden. *In .addition, 

taxes on annuity contributions and interest thereon are? pbstponed until 

retirement when an individual will probably be in a lower tax bracket. 

Contributions made to an annuities' program, which are v in addition 

to the mandator/ contributions *to the system, are invested by the pro- ' 

gram and are then returned to, the Employee at retirement in tij£°form 

of an additional monthly annuity. The amount of the monthly annuity x 

is actuarially determined at .retirement . Since contributions are usu- 

* 4 

ally made in the form of voluntary deductions, only active employees 

■» . * ♦ 

may participate in an annuity program. However ,. previous members may 

leave - their contributions on deposit until retirement. The size of* 

annuity contributions are* limited v in almost all systems. For example, 

a Montana teacher taay . contribute as little as $240 per year, dr #s 

much as 12.4 percent of his gross salary. To illustrate how such an 



Pension Task Force Report , 1978, Tabl^ 34. This figure does not 
include mixed coverage systems. Only 17 percent of state and local 
govenunent employee systems offered tax-sh6ltered annuities to their 
members. * * 

N Montana /Teachers 1 Retirement System, Hcmdbdok of Information, 
Helena/ Montana, July 1977; Stare Teachers' Retirement System of Cali- 
fornia,. Tax-Sheltered and: Voluntary Anfiuity Deposits , Sacramento, 
California, January 1978. > * it 

Jf an employee e should die before reaching retirement, his accu- 
mulated annuity contributions are paid as a lump-sum death benefit to 
his beneficiary. 

4 - 

The TRS Reports-. • % 

' Montana teachers 1 ' Retirement System, Handbook of Information* 
Helena, Montana, July 1977 f / 
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annuities program can affect the annual allowance of a retired teacher, 
assume that a Montana teacher retired at age 60 with 25 years credit. 
He would receive an annual retirement allowance of $6,250. However, 
if he had accumulated $10,Q00 in his annuity account, his allowance 
would be increased to $7,091 per year. 

Borrowing 

^ The Pensiqn Task' Force estimates that only afcout 8 percent of 
.teacher retirement systems allow a member to borrow back a portion of 
his contributions to the system. 1 For example, the New Jersey ^system 
allows a member to borrow up to 5 percent of his accumulated contribu- 
tions if: (1) the member is^ under 60 years of age; (2) the member 
has three years of service; (3) the loan is made at the same rate of 
interest earned if it were invested; and (4) the loan is repaid by 
retirement age.^ 

" SOCIAL SECURITY 

In addition .to membership in a state or local teacher retirement * 

system, over two-thirds of all teachers (TRS, CB) are covered by Social 

Security and may receive additional or coordinated benefits at retire- 

3 - ^ . 

ment. In most cases,* Social Security coverage is offered statewide, 

although Social Security taxes are most often paid by the school^dis- 

trict. As indicated in Table III. 4, instead of statewide coverage, several 

systems offer Social Security, membership on a local option basis— 



1 

Periston Task Force Report, 1978i>, Table 34. This data does not 
include mixed coverage systems. * 

2 ' ' 

New Jersey Division of Pensions, Teachers 9 Retirement in New 
Jersey , Trenton^ New Jersey, July 1973. 
3 T 

In some teacher retirement systems, individual teachers may be- 
long to Social Security even though coverage is not offered on a system- 
wide basis. For example, despite the fact that the California teacher 
system does not offer coverage, the Census Bureau indicates that two- 
thirds of the California teachers belong to Social Security., According' 
to California system officials, California teachers 'receive Social 
Security coverage for overtime or summer session teaching (which is 
not credited by the system) or because "their spouse is also covered by 
Social Security. (U.S. Department of Commerce, Employee Retirement 
Systems of State and Local Governments , Bureau of. the Census, Vol, 6, 
No. 1, September 197ft, Table 8; telephone conversation with California 
system officials, May 3, 1979.) 
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*! - Table III.4 

SOCIAL SECURITY COVERAGE FOR TEACHER RETIREMENT SYSTEMS 

. Covered ' 
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XT A' 

NA 


statewide 


buppiemen tai 


Maine (19//) 


' local 


local option 


ft i mn 1 aman f - o 1 

suppiemcii Ldl 


Maryland |p.977) 


state 


statewide 


s upp 1 emen t al 


Michigan (1977) 


state 


statewide 


supplemen tal 


Detroit, MI (1978) 


NA 


XT A 

NA 


XT A 

NA 


Minnesota (1978) 


state 


statewide 


coordinated 


TN "1 . . . 1 T.#XT /I (\ 1 1 \ 

Duluth, MN (1977), 


local 




buppiemejitai 


\ # J ♦ ♦ » / 7 Oi "7 "7 \ 

Mississippi (1977) 


local 


statewide 


suppieinen tai 


ISensas City, MU (19/5; 


local 




ft 1 mn 1* QTtl ft 1 

b upp i emen tai 


St. Louis, MO (1978) 


XT A 

NA 


XT A 

NA 


MA 


Montana (19/ /) 


local 


local option 


n 1 1 r"> 1 qtti on hoi 
b uppicintill Ldl 


Nebraska >(1975) 


local 


statewide 


o i mn I qtti on #* ft 1 

b upp i emen tai 


Omaha, NB (1975) 


local 




/-» ft ft >- ft -4 n o t* ft ft 

coordinated 


»t t t - 1 f _ _ / 7 n "7 c \ 

New Hampshire (19/5) 


» 7 _ _ _ 7 

local 


s tatewi.de 


/-» ft ft >- ft -4 n o t* ft ft 

coo id mated 


New Jersey (1975) 


state 


s tatewide 


" supplemental 


NewiMexico (19/9) 


local 


local option 


supplemental / 


New York, (19 /o; 


local 


s ta tewiae 


cnnnl omon h a 1 
b Uppi tiUltill Ldl 


North Carolina (19/5*; 


state/local 


s tatewiae 


cnnnl oinon f i3 1 
blippi tiUltill Ldl 


\t „ *- V, rtft1»ft«-ft /I Q7C\ 

North Dakota (iy/5; 


local 


XOCal U p L1U11 


Qiinnl ptnpnt"ft1 

O UU L* X CU1C11 LAX 


Ukiafioma (iy / dj 


local 




g i inn 1 pmpn t" a 1 

O Lip pX C111C11 LclX 


Oregon (1975) t 


local 


^ O t~ QT.T 4 W ft 

b LdLcwlQc 


buppicllicil Ldl 


rortiand, or (iy/5; 


local 




MA 
Lin 


Pennsylvania (iy»/3; 


SLaLe/ local 


btatcwiae 


mill f* ■( T7 1 a c\v\\~ ~\ one 
mulLlflc U^LlUIlo 


South Carolina f 1975^ 


state 


statewide 


coordinated^ 


South Dakota (1977) 


NA ^ 


NA 


6"ooriinated 


Tennessee (1977) 


state 


statewide 


cctrrdinated 


Knoxville, TN (1975) 


local 


divisional 


multiple options 


Texas (197i) 


local 


local option 


^supplemental 
' supplemental 


Utah (1977) v 


local 


statewide 


Vermont (1977) 


local 


local option 


supplemental 


Virginia (1978) 


state 


statewide 


coordinated 


Washington (1975) 


local 


statewide 


supplemental 


West Virginia (1977) 


local 


local option 


supplemental 


Wisconsin (1975) 


"local 


local option 


supplemental 


Milwaukee, WI (1975) 


local 




supplemental 


Wyoming (1978) 


NA " 


NA 


NA { 
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Table III. 4— (continued) 



Not Covered 



Alaska (1977) 
California (1978) 
Colorado (1978) 
Denver, CO (1978) 
Connecticut (1978) 
Washington, D.C. (1978) 
Florida (teachers only) 
(1977) v 



Fulton" Co., GA (1978) 
Illinois (1978) 
Chicago, IL (1978) 
Kentucky (1975) •* 
Louisiana (1978) 
Massachusetts' (1978) 
Boston,- MA (1978) 



Minneapolis, MN (1978V 

St. Paul, MN (1978) 

Missouri (1975) 

Nevada (1975) 

Ohio (1978) 

Rhode Island (1975) 



1Q7A it o : National Educat i°n Association, packer Retirement Systems, 
i*/b; U.S. Department of Conferee, Employee-Retirement Systems of State 
"™to™l^*™****> bureau of the Census, Vol. 6, No. 1, September 
1978, Table 8; TRS Reports. 
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'that is, individual school districts may elect to join Social Security. 

Local. pption coverage- generally results- in overwhelming, b'ut not neces- 

- sarily universal coverage.' For example, all bift one of the New Mexico 

, school di^ricts elected to, join the Social Security system.^" 1 

The Social Security trefrief itS ^received by a teacher are usually * 

entirely additionat^o the benefits provided .by a teacher retirement 

system. However, as Table III-4 indicates, several systems coordinate 

•their benefits with those offered by Social Security. These systems 

adjust their retirement benefit formulas based on the Social Security 
2 

contribution base. South Dakota was the only system in our sample 
which actually offset the benefits a member received from the system 
based on his Social Security benefits. 



A New Mexico* official recently reported that another district 

was currently trying to drop its Social Security coverage (telephone 

conversation, May 3, 1979). 

~2 ' 

This coordination is illustrated in our discussion of step-rate 

benefit fo.rmulas on p. 23. 

3 

An illustration of an alternate offset formula used by the South 
Dakota Retirement System is provided in our discussion of single rate 
i? ^benefit formulas on p. 23/ S£c. 3-12-91, South Dakota Retirement 
'! / ' System Lou) , Pierre, South Dakota, July 1977. 



ERIC 
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IV . FUNDING AND FINANCING TEACHER RETIREMENT SYSTEMS 

Retirement benefits maybe regarded as long-term obligations in- 
curred on behalf of an employee. A teacher retirement system meets 
those obligations by the two-st^p process of funding and financing. 
First, a system 'adopts a funding plan. A funding plan produces a sched- 
ule: of monetary payments which are made over a period of time in order 
to amortize a large "debt. A system then finances those payments by 
collecting contributions from various payors. In the case of TRS, 
contributions may be made by the state, the school district., and/or 
the teacher. These two activities, funding and financing, should be 
considered separate exercises since the finances payments may or may 
not follow tlie funding plan. How a system determines its chosen fund- 
ing path and the financial ^g^eme is a complicated process involving 
many factors, technical'calculations, and individual decisions on the 
part of the retirement system, J 

Whether the current funding and financing practices of teacher' re- 
tirement systems are adequate to meet their future benefit obligations 
'is a highly controversial question. In this paper, we will not attempt 
to judge if the systems are ih adequate financial condition, or even 
how one might decide if they are. 1 Rather, in this chapter we intro- 
duce aid explain the concepts of retirement system fynding and review 
the current funding and financial practices of teacher retirement systems 

FUNDIN G CONCEPTS 

— ■ - i ■ 0 

« 

To Fund or Not to Fund; Current Disbursement JFunding 

Funding may be broadly defined as an intertemporal schedule of 
monetary contributions which are made to finance the promised retirement 
benefits. A retirement system may adopt either of two general approaches 
to funding its benefit obligation: it miy pay for the benefits as they 

I i j * * 9 

are earned by the employee or -it may pay for the benefits as £hey 



For a discussion of this latter issue, see Richard B. Victor ^fke 
Financial ' Condition of Teacher Retirement Systems, ;R-2517 T HEV, The Rand 
Corporation, forthcoming. 
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become due. If a system adopts the first approach, it will use what is 
called actuarial reserve funding. This will be discussed in detail be- 
low. If a system .chooses the latter approach, it will use current disburse- 
ment (or pay-as-you-go) funding in which the employer contributes only . 
enough tp meet current operating , expenses . 

Many arguments have been offered both for and against the use of 
current disbursement funding in state and local retirement systems ,\ 
Among other things, proponents argue that pay-as-you-go has the advan-^ 
tage of incurring the lowest initial cost for a system and of eliminating * 
many intricate o and costly administrative chores which accompany actuarial 
reserve funding (e.g., audits, portfolio management, and actuarial val- 
uations). The relative rfiiffp&city of current disbursement funding (as 
opposed to reserve funding in Fig. IV-3) is illustrated in Fig. IV-1 

and the heart of that simplicity lies in the absence of the -intricate 

1 

co§t calculations which are used in reservfe funding. As shown in 
F^g. IV-1, the annual retirement system cost is determined by adding 
up its total expenses for any period (e.g., benefit payments to current 
retirees and administrative costs) . The retirement system then collects 
this amount in contributions from the state, municipality, and/or ,em- 
ployees. These contributions flow quickjry through the system to cover 
these expenses. As shpwn, a minimal pensiop. reserve is ^sually main- 
tained to ensure that funds will be ayaila^le^f or the withdrawal of 
employee contributions or to pay current^ benefit payments for two or 
three years in case of a fisfcal emergency^ With that exception, no 



funds are contributed to pay for the future 



retirement benefits of the 



current employees. However, adherents/of cjurrent disbursement funding 
assert that having large pension reserves to protect the integrity of 
future benefits is unnecessary and/£ in some cases, disadvantageous to 
public systems. Public plans, tliey argue, are unlikely to terminate, 
as* In the private sector. Therefore, benefits are assured by the con- 
tinuity of the plan and the power of the government to tax.1 Further- 
more, the funds for a large pension reserve might be more advantageously 
used in other ways to promote 'the local economy. 



"'"Reserve funding cost methods are illustrated in "Fig. IV-3 and are 
discussed below. . 



/ 
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Fig. IV- 1 — Flow chart of yearly retirement -contributions and payments 
v . under current disbursement funding , 
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Supporters of reserve funding., otv the. other hand,* maintain that 
large pension reserves, which are properly. .invfs ted -lower the s uitimate 
cost of the system through ev^rVi^^ea^fng investment eatnin&s. They 

« „ V * ; I — — ^* 

also claim thkt pay~a^yQuf^ r f''&SjUfs.^pCourdges irresponsible benefit 
increases by, passing ;on.<p^x* :6l th&> : ih(ir6ased costs to future generations 
of- taxpayers; Finally*, k±m^\path'pf ;costs which results 'from cur- 
rent disbursement fundin'§|^ut4/^-i'ncreas burden on the state, 

municipalities, and individual school districts, , • V . 

//Fig. nf-2 lllustrates v ^6w'. this payment burden develops. A'p4y- ' 

! - *■ ' • *' . 

as-yotf-go system:; r^quir^P;..^mall initial cash outflow early in the life 

*"* i ■ - >* ... •»*• , * • ^* • 

of the system., Howev£z;^%8$£s increase sharply as more and more employees 
tetire^.j^eo^tical^i aosts begin to level ou^^as the labor force 
stabilises and\as *t)i£-'num1?er of pensioners dying equals, the number of 
new p^Sibneifs* retifi^g/ c If the l^or force continues, to grow, salaries 0 
rise-or benefi'tV/are improved, this leveling; off is postponed with' an- 
nual pbl'iga^ons^continuing t;o grow. 3 \ , / . 




V 



'0 10- 20 30 .40 50 Limit 
Years 



Fig. IV-2 — The time path of retirement system costs under 
pay-as-yoir-gd funding with a stable labor force a 



This illustration assumes a stable labor force 
distributed. from-age 30 to 64. This. group is assumed 
• to be replenished- by new entrants e'ach*year, with nb 
ret'ired ^p^rsons initially. R<5bert Tilove, Public 
Employee' Pension Funds,* Columbia University Press, 
New York, 1976, p. 146/ , „ " 

:V ' ' ' • 



Reserve' Funding • ' ' ' \ ^ 

Tfie alternative to'« current disbursement funding is actuarial . re- ? v 
serve funAljlg^i which a TFS systematically accumulates a pool tff funtfS^ 
during an employee's, career which i's then i^ed, tp'help'pay^.for his 
promised benef its %f ter retirement* However* /there is njp^ltngle correct 
method of reserve funding/'. A, system not only makes a decision -to fund;* 7* 
it also chooses a funding; method and a level *cHf funding based upon the. 
size of the pension. reserve it wishes to accupnilate and the desired 
time path of payments it prefers to make. ' . 

The details of actuarial calculations and th§ differences between 
various cost; methods, and reserve » funding . methods are -technically complex 
an£ Laden with professional a^taariar" Jargon . *What follows below is a . • 
efts cussion of the most common funding methods used by teacher 'retirement 
systems. ,1Tiis discussiop /emphasizes simplicity and. minimizes the use 

of jargon* For a more technical discussion of actuarial funding, we 

' f ' " 1 r 

% ref.er tfi^ reader to a comprehensive text. 

*S , " • ' ' 

. • There are, howkver, five terms -which are central to any discussion 
of reserve funding: 'the acttiar ial\c,ost mej^ad,* the fundiKg me.thod, . 
actuarial assumptions, normal cast, and th^supplemental\liabii4ty . 
How |these five elements interrelate to produced retirement system 1 s. . • 
funding plan Is extraordinarily complicated^. Yet this relationship is 



Vital to understanding the fundamentals *of reserve, funding and the' 
financial decisions Vhich^must be made by a sysftfm," Fig. 1V-3 presents 



a simple schematic drawing of the interrelationship, of; those five fund- m 
ing elements and we suggest that the reader /refer to this figure of ten " 
during the following discussion . 4f * * 

Cost Methods 

T?^7— 

system of actuarial reserve -funding- begin^-with an estimate of 
the total future obligations of the retirement system; that is, the total 
retirement benefits that the system will owgSlts^p resent members,.. In 



& 1 

See, for example, C, L. Trowbridge and C. E, Farr, The Theory and 
Practice of Pension Funding,' Richard Irwin, Inc., Homewood, Illinois, i 
1976 or Dan ti. McGill, Fundamentnls of Private Pensions, Richard* D. -Irwin, 
Inc., Homewood, Illinois, 197$, - * 
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Actuarial 
Assumptions 



Fig. IV-3-*— Flow chart pf annual TRS cost calcualtion 
under reserve funding „ - . ; 



general, there are two approaches to* cost estimation: actuarial cost 

estimates may be based on those benefits already accrueld by the employees 

or based on the probable or projected benefits that , employees will earn 

during their career. If a system adopts the former. 'approach, it* will 

♦ 

use an "accrued benefit 11 approach to funding. However, since th^.s 
approach is not currently used in teacher retirement systems, we wil\ 
not* deal with it in this chapter^ Instead, the-reader is referred to 
a short discussion- of .the accrued benefit approach t in Appendix B. ¥ 

If the retirement" system chooses the projected cost method, it 
will finance its pension costs based on the benefits that members ^are 
likely to earn during the course of -their careers f In order to make """n 



these cost, estimates, the' actuary^" must have three sets of information 
as shown iri Fig. IV-3: 



1. The retirement benefits promised to each member based on the 
provisions of the system's benefit package; 

2. Characteristics of the members; e.g., &ge, sex, number; and 
.^3. A series of ^actuarial .assumptions about' provable future ^even^s 

(e.g., the- probability'ihat an employee will continue service 
. until retirement age or will "qualify for a vested retirement 
benefit, the likely length of the retirement 'period, etc.) 

Jhe actuary applies these assumptions to tHe characteristics of the * 
, system's members through, a series of mathematical' calculations. This 

procedure rfesi^-ts in an estimate of the total retirement benefits that* 

* the> system will owe its present members. As shown in the second box 

in -Fig. IV-3^the cdfet of Che system benefits is then*, converted -to its 
• / > ,1 < V" * * 

present value—or the amount of funds presently required to fund any 

« * 2 * 

prospective annuity. ' , , v ' * , 

Actuarial Assumptions . %he first t;wo sets of information which 
are needed for the cost estimates are relatively eaSy to obtain. The 
employee-. cKaracteristics 'are available from a census of * the. membership " 
and the benefits tojwhichx the members are entitled* are outlined by la$* 
However, accurate- actuarial assumptions are often difficult to formu- 
late and therefore deserve special attention. Some assumptions, such] 
as mortality rates, may be derived frc>m standard* tables. Other assunip- 
tions, such as turnover, rates and retirement rates, may be more system- 
specific and, therefore?, more difficult, to estimate. In some cases 
these predictions may be systematically derived from the system's ex 
perience; at the other extreme, they may reflect the actuary's or 
system director's best guess about the future. 0 * 4 




1 A , * 

An actuary is a professional expert in pension and life insurance 

matters, trained in insurance probabilities, and mathematical, Statis- 
tical, and accounting methods. 

2 1 ' 

Present value assumes that the funds will be^invested $nd that 
the accumulated earnings will be added to the reserve. 



V 

It, is, perhaps one of the most N f rustratlng aspects of pension fund- 
ing that actuarial assumptions, whictf are so difficult to accurately' 

** * \ u , 

estimate, are at least as important as the funding method and benefit^ 

formula ip. determining the\ultim#te system costs and how- those costs 
are distributed, over the life of the system. If the assumptions «$re 
too conservative, 5 future costs- will be overestimated and more funds c * ' 
will be' contributed t-han are necessary afid a greater pro port ion~^rf. the 
costs w^ll be funded in the early, years dff the system.^ On ( tlje other 4 
hand, li^jJe assumptions are too liberal^ * 'future costs" will be under- 
estimated, insufficient funds will(be contrifiu^fecl creating actuarial. 

* l v • N 

losses- .and more of the cost burden will be shifted td^the future gen- 
eration's qfl taxpayers. The typical actuarial assumptions used by^an 
actuary to estimate the total system costs °are listed below- 

.a 'Pre-retirement ntpytalitzy^vates predict the likelihood of a. 

member dying before readHing retirement age^ Unless the" system 
offers survivor's b'en^fits, the higher the aqtual^pr'e-refcire- 4% 
v> tn^nt morta.li'ty state," tha\fewer retirement ret frfees 0 expected to 
receive benefits* ai>d th£ lower w^Ll^be benefit cbstsVs*. 
o*. Vosv-ifetiremefit mortality rate% 'estimate how' lohg a< pensioner 
' is likely to live past retirement age. „*The l<5wer ,t*ie post- 

* * retirement, mortality rSte, JiHe* XoAger retirees? can^ expect ts>' 

colleci^.benef its and, ^the higher is t^he-'total -system cost* 
Di^bilipy rates 'predict Kblr tnany members are ^jply to be » 
^iitfabled before reaching retirement age.- -If tWfc system "offers 
^disability coverage^ the higher the disability r$.te,» tl)e higfier 
^ 6 * •' tH? totai^cast. I^diskbility benefit^ ai;e, not-offered, lower 
V dos&s will be assopidt;ed with *higher disability rates. , - 
o ^ui^MO^r rates forecast how many employees ar'e likely to ter- 
minate' before reaching retirement ag§ or quality t for a 'deferred 
( -* ' retirement benefit. The more members who withdraw from*the - ' »" 
. r • 'syaitem, the* lower*4>he, total retirement costs since fewer member 



"''Actuarial losses oqpii? when the cost estimates fall short <jf the 
actu^i funding^ requl^ments-. 4 



* ' will eventually rfeceivfc a retirement allowance, or will receive 
w * - "lower benefits based on fewer service credits. 

o Retirement rates: predict" how early a pensioner is likely to 
' retire. Earlier retirements tend to lower costs since the re- 

tirement* allowances are based on a lower salary base and fewer 
y ears r of service; however, early retirements mean Idnger bene- 
fit payment periods, which are associated with higher costs. 

o Salary increases project the eventual level of a retiree's salary 
base. Since a higher salary base^ w£ll result in a higher re- 
tifement allowance, the^rate^of change^of salary will be* posi- 
tively related to a system's 'pension cost. v 

* o If a system offers survivor's benefits, an assumption concern- 

ing marital stcttus and t)%e number of dependents may also be 
• used. 

« * 
The accuracy -of thfe v aetuariajf assumptions used in- the retirement 
cost calculation and how it affects the distribution of system costs 
over time will be discussed below.-. n 

/A 



Funding Methods * » 

Dnce the present value of the retirement system's 'liabilities (or * 
total benefit obligations) has beeiF-calculated (see Box 2, Fig. IV-3) , 
a fimding method (Box 3) is used to systematically distribute the costs 
over, sqme time period . normal cost '(Box 4) Is defined as that por- 

tion of the benefit costs which has been^allocated to aT,siugle year. 
For simplicity's sake, formal cost is much like mortgage payments on a 
house. It is the fennual payment required of the system for the amortiz-, 
ing of the total cost of benefits. It is typically expressed. as a level 
dollar amount or level percentage of payroll, .but. it need not be. ^ 
< As shown ±xi Fig. IV-3, for total Retirement costs* to be distributed 
by, means of " the funding method, additional actuarial assumptions are 
needed foi? the calculations. They are: v * * 

~ ■ * ; , ^ % 

Rate of interest earnings predicts the. expected interest earn- 
ings on invested pension reserves,. With Higtfr^T interest on 



6\9 ,v 
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• . \ 

contributions > smaller contributions need be forthcoming to 

fund a given pension in the future, 
o, Growth in underlying labor force is a particularly important 

assumption for teacher retirement systems facing an era of 

declining enrollments. An unanticipated shrinking labor force 
w ., (system membership) means higher normal costs for systems using 
\ aggregate funding methods as future payrolls, decline. ~ Of 

course, the reverse is true for systems "that grow faster than 

anticipated.^" 



While there are a ciyriad of funding methods that r ^jnay be used by 
teacher retirement systems, they generally fall into two categories: 
Entry .Age Normal, which is an individual method^_and the Traditional 
Aggregate method. 

Entry Age Normal Method . Entry Age Normal Method funding is the 

most common individual projected funding method. In Entry Age Normal, 

as each teacher enters the- system, total projected retirement benefits 

are actuarially estimated and allocated as a level percent of payroll 

annually contributed, over the expected length of his career. The sum 

of' these individual contributions across all individuals in a given 

year ecjujLj-S the total normal'cost for the .system. The Entry Age Normal 

method — barring radical benefit changes — results in a level contribu- 
te 

tion time path throughout the career of the individual teacher and 

4 • © 

throughout the life of the system, given 'a mature, stable labor force 

2 * 

and a fully funded .system. 

' Aggregate Method . Aggregate funding methods, like^ Entry Ag 3. Normal 
estimate system .costs based on projected benefits. While individual 
methods calculate the normal cost, as the sum of a myriad of individual 
benefit cost streams, aggregate methods figure the normal cost based 
on the^ total benefits in aggregate owed by the system. Thi£ distinc-* 
tion leads to differences in how the normal cost is determined. In 



^"The effect Of this assumption becomes clearer in our discussion 
of Aggregate funding methods. 

See Fig. IV-5 for an illustration of the time path of system costs 
under Entry Age Normal, within bur discussion of the effect of supple- 
mental liabilities. 
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the Traditional Aggregate method, the total annual funding requirement 
is figured by computing total future benefits owed by the system minus 
the accumulated system assets. The normal cost is calculated by dis-v 
tributing this remaining amount as a level annual percentage of all 
future system payrolls, 1 As shown in Fig, IV-4, the Aggregate method 
results tn very high contributions during the early years of the system 
when there .are fewer assets. Therefore, aggregate funding methods in 
general build up pension reserves faster than most other methods. 
However, as the system matures and assets are accumulated, ' the contri- 
bution level steadily decreases in a stable, fully funded system. 




20 30 40 
Years 
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Fig. IV-4--The time path of retirement system 
• costs under the Traditional Aggre- 
gate funding method' with a stable 
, labor force. 



a 4 

This illustration assumes a stable labor force 

distributed from age 30 to 64. This group is assumed 
to be replenished by new entrants each year, withno , 
retired persons initially. Robert Tilove, ibid., 
p. 146-147. 



Supplemen tal/Liat) ilit ies 

To review/teserve funding thus far, a retirement system calculates 
t*e present vklue of its total future costS. It then distributes- ttiis 
lump sum ove£ time into yearly payments (normal costs) through its 

/ 



Sinc<*/ the nprmal cost is recalculated each year under Aggregate 
funding, the actual level .of the normal cost contribution may vary 
from year to year. 



hy * 
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.funding method. In theory then, If the actuary's cost calculations 

are correct and if the system's annual 'contributions equal the annual 

normal cost, ^the system will be "fully funded/ 1 However, what if the 

annual contributions fall short of normal "costs or the actuary's esti- 1 

mates are wrong ot the total obligations of the system increase without 

a corresponding change in the normal cost? ' In these* cases, a supple- 

* 1 

mental liability would be created. 

The supplemental liability may be broadly defined as that portion 
of a system's costs which has already Keen accrued (under its' funding 
method) but have not yet been financed by the system — that ,is , the 
accrued benefits less the assets of th£ system equal the supplemental 
liability, A supplemental liability may arise in several ways: 

o If the system does hot pay the full annual normal cost, the • 

-unfundecf portion creates or adds to the supplemental liability, 

o If benefits accrue to teachers on the basis of service credits 

earned before the initiation of tfie plan ("prior" service • 

credits), supplemental liabilities are usually created, 

o It may be increased through retroactive benefit improvements 

* without expensive cui;reixt full funding of these- improvements, 

o A' supplemental ^liability «may b£ created or inc?eased through 

2 

actuarial' losses, ^ 

m 

For example, given recent experience with teacher salary gains, -a 3 per- 
cent salary increase assumption is likely to significantly underestimate 
the ultimate .-salary base of retiring employees, therefore underesti- 
mating the funds needed to finance retirement benefits, e.g., the normal 
cost. 'This shortfall 0 of funds^ or actuarial loss,, will create or 



1 * 

Pension actuaries have othe,r common expressions for this term, 
ft They refer to* it as the "past service liabilities," "prior service lia- 
bility," or "unfunded accrued liability," The latter was at one time f 
widely used in pensioft literature . It was recently discarded by some 
authors who contended tha~t the term "unfunded liability" was mislead- 
ing since many funding methods did not intend to ever fund this defi- 
ciency, 
2 

x Similarly, the -supplemental liability may- be reduced through an 
actuarial gain, t 
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increase the system's supplemental liaWility, and -may' therefore trans- 
fer some of the costs to future generations. , 

ERISA requires private sector systems to amortize or pay off 3 

^supplemental liability within a stated time period, _generally 30 to 40 
years. However, no such requirements exist for, public retirement systems. 
^Teacher systems may treat a supplemental liability in many ways, depend- 
ing upon .the funding policy of the individual system. Some systems 
choose to amortize the liability over a 20- to 40-year period, much as 
a person might pay off the mortgage on a house. Others ^freeze" the 
supplemental liability at^d make payments only sufficient to offset 
actuarial losses, benefit improvements, and accumulating interest on 
the funding shortfall. Still others ignore the supplemental liability, 
implicitly watching it grow aA foregone interest accumulates. 

The illustrations below fn Fig. IV-5 demonstrate how the existence 
and amortization of a supplemental liability affects the intertemporal 

. distribution of sysfem costs under Entry Age Normal funding. In the 

first illustration, the 'full normal cost is paid, but only interest is „ H 

paid toward the supplemental liability. This prevents the supplemental 

1 , • 

liability from increasing. * If a system chooses to amortize the supple- 
mental liability as in the second illustration, it would result in high 
contributionHevels early in the' life of the system, and a drastic' 
drop in contributions aftfer the liability is paid. 

The existence of a supplemental liability has spawned a different type 
of aggregate 'funding method, as well. The Frozen Initial Liability*- method 
differs from the Traditional* method in its treatment v of the supplemental 
liability. m In the Jlraditlonal Aggregate methocPthe supplemental liability 
is included in the total benefit costs and is therefore amortized over a 
the life of the system. In the Frozen Liability methotPf the supplemental ' 
liability is r\ot funded. Instead, the supplemental liability is' sub- 
tracted from the total system obligations befQve the co£ts &re distri- 
buted ovet the life of the system. Thus, it is "frozen" or maintained 

2 . 
at current levels. In general, the Frozen Initial Liability method 



*A fully funded entry age normal system would also ha$e this time 
path of costs, although at: a. lower level of costs. 

, ; Presumably, the system contributes "funds to offset the accruing 
interest . on -the supplemental' liability. * 
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FigT IV-5 — The time path of retirement system costs under Entry 
Age Normal funding with a stabJj&4abor force, with and without 
amotization of the Supplemental liability 3 



This illustration assumes a stable labor force distributed from 
age 30 to 64. TJhis group is assumed to be replenished by new entrants 
each year, with no retired persons initially. Robert Tilove, ibid., 
pp. 146-147. 



would result in a time path of costs similar to that of the Traditional^ 
method, buJ^ the contributions would be lower overall, in a mature, " 
stable system. . f 



FUNDING PRACTICES OF TEApERRETjREMENT SYSTEMS 

In this chapter we briefly outlined the fundamentals of retirement 
system funding in general and reserve funding in particular. We now 
review the actual funding practices oiP teacher retirement systems along 
With a cursory examination of the actuarial assumptions used and the 
funding levels maintained by the systems. - As we stated earlier ^how- 
ever, we in no way attempt to judge the adequacy of those lunding » - 
practices. , 

Funding Methods Used by Tea'cher Retirement Sy.^ttems 

/ According to the Pension Task Force Report, less than 10 percent 
of all teacher retirement systems use a current disbursement 'or pay- . 
as-youTgo funding method. Massachusetts, for example, adopted pay-as- 
you-go funding, in 1948, and continues to use this method. Some systems 
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'maintain current disbursement funding because it is difficult to quickly 

switch to actuarial reserve funding . The 1978 valuation report of the 

Indiana state' system recommended^ a four -year phase-out of the system's 

current disbursement funding* to actuarial funding including the 40-year 

amortization of the system's supplemental liability. If the system 

adopted this new funding schedule, the employer contribution required 

■ . — i — T « \ 

would nearly double during the four-year phase in, ultimately resulting 

in an additional $50 million annually in contributions. As the Indiana 

actuary stated, 'such a funding increase was "anr awesome prospect," 1 

/ Of the 90 percent of ?RS using actuarial reserve funding, the 

Entry Age Normal method is particularly popular, probably due to it^s' 

characteristic of level individual costs, 'In the TRS sample, over 

three-quarters of the systems which provided actuarial information use 

Entry Age Normal, Almost k quarter of th^ systems use some form of 

aggregate funding.* fc * * 4 * " 



0 



Actuarial Assumptions Used' by Tether Retirement Systems ] 

Based on" the-TRS ,sampl^/£nd published information, *it,is difficult 
to 'generalize about the accuracy of the actuarial assumptions used by 
teacher retirement systems. However, the interest Earning assumption 
demonstrates how widely" assumptions may ^vary across systems. Subject 
to portfolio restrictions, each system invests its assets in a national, 
securities market which should lead to roughly comparable rates of 
return>. However,. in our sample (TRS), the Interest rate assumptions 

ranged from 5 percent In the Chicago system to 7.5 percent in the 

2 - 

California system. This variation Incomes significant insight of a 
rule of thumb concerning interest earnings: each -1 percent^hange in 
the, rate >o£ Investment earnings has? a, 24 percent effect in the opposite 
direction on the required irate'of contribution, 3 Therefore, an ^ 



1 . . . . 

* Indiana State Teachers^ Retirement Fund, Annual Report, Indiana- 
polis, Indiana, 1978. *>- 

2 ' 
Public School Teachers* Pension and Retirement Fund of Chicago, 

Eighty-Second Annual Report, Chicago, Illinois, 1977; State Teachers' 
Retirement System of California, Sixty-Fourth Annual Report, -Sacramento 
California, 1977, 4 * 

3 

C. L,^ Trowbridge and 0* E. Y&rr,The Theory and Practice of 
Peneion Funding, Richard D, Irwin, IncI, Homewood, Illinois, 1976, p. 79, 



61 



unrealistically low' interest earning assumption will significantly 
overestimate the contributions required and will redistribute costs 
to the earlier funding years. x 

^ Funding Levels Maintained, by Teacher' Retirement Systems 

Once the actuary determines the recommended normal cost in the 

■* 

private sector, full normal cost is generally cpntributed to the system, 
3&is rarely OQeur^ in public systems. The actual amount of funds con-, 
tributed to a system is ^determined not solely by the actuary's recom- 
'mendations, but in a political process involving many actors and in- 
terests. These actors may include the Governor's office, state- finance 
of f icials, 1 the state legislature which sets benefit levels, -and legis- 
lative authorizing and appropriating committees. Local government 
officials who^ determine local budgets may also make contributio ns J /o 
tHe system, * x J 1 ' 

We know very little about how actual funding levels are determined 
within this political process; however, from our sample (TRS) , we can 
state that t the funds contributed tp a system tend not to coincide- with 
the levels r& commended [by the -Actuary. ~ .Tkble IV-1 illustrates, the 
recommended versus actual contributions for the systems in the TRS 
sample for which we had adequate actuarial and financial information. 
Although sotae systems such as Texas and Montana contribute very nearly 
the amount recommended by the actuary, most systems either over con tri- 
bute or the contributions fall significantly short of the required 
levels, .^hose systems that' overcontribute tend to exceed the recom-* 

* T 
% • 

mended amount by about 17 percent. However, as the table indicates, ^ 
if a system uridercontribptes, its contributions are likely to fall* 
\ short of- the recommended level^y about 30 percent. For example, 
^California's actual employer contribution in 1977 was' 45 percent less 
t^ian £he recommended level. The' teacher division of the Rhode Is- 
land retirement system also contributes substantially less than the 
aqtu^ funding requirement. According to the staters statutory fi- 
nancing schedule, in .1978, the state and municipalities were required 



"''State Teachers* "Ttetirement System of California, ^Sixty-fourth 
Annual Report >• Sacramento, California, 1:977. 



TaJ>le'yi-l 

SAMPLED TRS: . RECOMMENDED EMPLOY ER'CONTRIBUTION RATES 
AND ACTUAL EMPLOYER CONTRIBUTIONS ' 
.. ' ' (% of payroll) ' 



•System 



Recommended 
'ifcnployer* (%) 
Contribution 



Actual 
Employer (%) 
•Contribution 



Year of 
JHeport 



Alaska 

Arizona 

California * 

Denver', CO 

Colorado 

Hawaii 

Idaho 

Chicago, ILL 

Indiana 

Iowa ~ 

Kansas 

Louisiana 

Maine , 

Maryland 

Montana - 

New Hampshire 



North Dakota 
Rhode Island 
Texas 

Vermont • . 
Washington 
Milwaukee, WI 



• 13.06 
5.77 
18.55* 

9.97 
12.10 
13.75 
10.06' 
- 19.90 
14.91 
" 3.59 
5.30 
14,93 
10.29 . 
6..13 
6.30 ' 
2.88% + 
$335,134 for 
UFL *** 
5.33 
20.10 
6.00 
5.26 
13.32 

s.ir+j^.e 

million fof 
UFL *** 



" 14.18- 
7.00 

approx 10.00 
* 8 . 90 * 
12.30 
14.20 ' 
7.30 

approx 13.30 
7T60 
5.25 
" 7.30 
8.26 
NA 
NA 
. 6.20 
NA 



4.00 
7.60 
6 . 00 

approx 6 . 00 
13.20 
NA 



1976-77 . 
1975 
1977 
1978** 
1976 
1976 
1977** 
1977** 
1977 
1977 
1977** 
1977** 
1977 
1976 . 
1977** 
1975. 



1976**. 

1977** 

1977 

1976 

1976** 

1977 



* 

If a choice of rates was. offered, the rate in this table results' 
in 30-year amortization of "the supplemental liability. 
**. .1 - 

Actual contribution figures are- from the year preceding , or. the 
same year as the actuarial report! Employer contributions .may have 
been later adjusted in accordance with the .'actuary l s recommendations. 
"*** " ' 

UFL = unfunded or supplemental liability, . 



\ 

tb* contribute 7.6 percent of payroll. However, the actuarial val- ■ 

•uation of 1977 found that the actual noxm 'cost to -employees wa3 

• * 1 . - 

20,1 percent of payrolls If the annual cost is not fully financed' * 
each year, a greater burden of the pension costs will be ^shifted to * 
l>ater years in' the form of an increased supplemental liability, / In 
'general-, how the contributions to a teacher retirement system are de- 
te*mined within the political process is 4 & complex and important ques- 
tion requiring further investigation « " ^ 

% • * 

"* to 

Financing Teacher Retirement Sygfrgm 'Costs •» 

Once the level of funding has been established the Costs of a 
^teacher retirement system are financed by investment earning^ and con- 
tributions from three potential pay6rs: the'st&te government, local 
school districts, and , the system, members, 

^ The Apportionment o% Retirement System Cost .- " In* most teacher re- 
tirement systems, a portion of the system cost is f irtanced, by'manclatory 
member contributions. The average teacher contributes 5 or 6-perjcent 
of his gross ^annual salary to- a retirement system, although contribut- 
ions may range from 3 to almost 10 percent of salary. The overwhelm-?" 
ing toajority of teacher systems (TRS) determine the annual contribution* 
for all members as a flat-percentage of salary. Systems vfith higher 
contribution requirements tend to determine member contributions on An 
individual basis. The New Jersey system fixes an individual'^ annual 
contribution based on actuarial cost estimates of that individual' s- 
projected benefits. This results -in contribution levels of 4 ^8" to 
8.4 percent of salary for male teachers and up to 9.5 percent of salary 
for female teachers in New JerseyP " 

— r— • I ' •' 

The Rhode Island funding schedule requires the state and munici- 
palities to pay only ^portion of the actual employer 
contributions. This portion increases each year until 19&5 when thfc 
employer will begin to fully pay the annua1? % normal cost and amortiza- 
tion payment. However, in the 1977 valuation, it was recommended that 
the system *^dopt a stricter funding schedule. Employees Retirement 
System of the State of Rhode Island, Annual Report, Providence, Rhode 
Island, 1977. 

• 2 ♦ 

New Jersey' Division of Pensions, Teachers 9 . Retzrement vn New 

Jersey, Trenton,' New Jersey, 1973. 
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, 'There has been a'recent trend in teacfier 'system financing to $lim- 

*ina?e mandatory member contributions and,/finance ttie system costs^ solely 

through state .and local government contributions, "Non-cont'ributory'V 

financing, of course, places *a grjtiter^ financial burden on state and 

* r ' 
locals go vei*nments tKan do financing schemes' which include member c©n- 

J & ■> . 

tributions. Jt also results in the highest 'employer' contribution levels 

of all teacher retirement 'systems . t The ^ew Ya#c State teacher System 

T ' . / 

switched to non-contributory financing in* 1968 -and, since 1975,/both 

** * * • ,\ 

Michigan and Florida "-established non-contributory systems. The con- 4 

tribution fate*" in 1977 for the ifew^ York system was* nearly 20 percent., 

*' • 1 • * • #> * 

versus abjput 8 percent for the average system. However, .the.;Plorida 

noncontributory system contributed only 9 percent of sa^ry. for each 

2 ■ ' '* 

employee in 1977, . j- .!- -^ f - 

Employer contributions, to a retirement system are pa id' .by the 
school district, the sta£e* (either from 9 the state general fund or < i*; 
special appropriations) or, in s6jne crises, the burden is sharecj by both 
the state and the school districts, .Of' the state systems in the TRS 
sample, an equal number (about 40 percent) were financed either by' ttie 
school districts or ,by the state. - The remaining 20 percent of v '$tate 
t systems (TRS) divided the cost between the two sources, although not 
always equally. The Rhode Island system, for^xample, splits the cost 
burden evenly between the state and municipalities, 3 ftpwever, in the. 
New Hampshire planf* the school districts are responsible' for 60 percent 
of the contribution while the state pays the rest. 2 * Over hal^the 



^lew York State, Teachers ? Retirement* System, Administrative Bulle- 
tin to Chief SchoolLAMnistrators and Presidents of State University 
Colleges and Coibmmhy Colleges ifrgarding Employer Rate of Contribution 
tp the Retirement System for the, School* Year , 1977-78, Administrative - 
Bulletin No. 7-5, July 29, 1977, , * 

2 ' V " v 

This contribution* was increased to 9,2 percent in 1978, State of 
Florida Department of Administration, Annual Report, Division of Retire- 
ment, Tallahassee, Florida, 1977, 

3 ' - ' * . • 
National Education Association^ Teacher Retirement Systems, 1976: 

4 Ibid, 
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local teacher systems (NEA). are financed by the school district and 



>loypes aloqje; the remainder tecedve funds from both the state and 
the lacal* governments , ^ 

The level of the employer contributions may be fixed by statute, 
deteHfain.ed annually by the state legislatute through special appropria- 
tjons, or set by an actuary though an annual calculation of the finan- 
cial needs , of the .system. ,In "nearly 40 percent of the systems, in the ' 
TRS sample,, the level of the employer contribution is determined by 
statute and is" collected as a flat percentage of payroll^* Flat percent^ 

age^ rates may be -as low as 4 percent of payroll, as in Minnesota, but 

• v ; 2 ' 

usually range between 6 to 9 percent of payroll, c For example, the 

South Dakota school districts, mandated by statute, contribute 8 percent 

3 

of payroll to the retirement system. -An equal number of systems in 
the *TRS sample determined employer contributions actuarially * based on 
annual valuations. The National Education Association report found* 
that many local systems actuarially determine the employer contribution. 
A typical example is the Colorado system which contributed 12.10 percent 

butions, with average levels of 12 to 14 percent pf payroll, tend to 

be higher than. levels which are set by statute. This differen.ee in 

coritributioigfl^vels may suggest that statutorally set contributions 

<may lag actual , changes and increases in r&tdrement system costs. 

In. .the remaining 10 percent of the TRS sampled systems, the employ^ 

♦contribution is provided and, in some cases, determined *by special 

~* ^ * * 

legislative appropriations, Tfte level of contributions required in • 

these systems may be determine*? in several ways. Systems which are 



, UyS. Department of Commerce, Employee -Re^^nent Systems of State 

and Bbcal Gopernments, Bureau of the Census,, wph 6, No, 1, September 

1978, Table' 8. / 

2 ° * • * / r . . ' % , 

./ Teachers Retirement System of'the State of Minnesota, Forty-sir$tn 

Annual* Report of tjie Board of Trustees , St* Paul,' Minnesota,, 1977. 

jSouth Dakota Retirement System Late, July 1, .1977. * " 
^* f ' 7 \ + • * 

National Education Association , Teacher R&tvrement Systems. 1976. 

4 ^The Public Employees ? Retirement Association of Colorado^ Annual 
"Report*, Denver, Colorado., January 1978. * • 



dependent upon state appropriations often determine Vthe level, of re- « 
quired 'financing based on non-actuarial methods* For example, curfent 
disbursement 'funding methods determine the employer contributions' : based 
on annual expenses. Some systems "match" the employef contribution jLn * 
some way to the annual' member contribution. These usuaJ^ly rely upon 
legislative appropriations, ^KSftw^c-y several systems receive legisla- 
tive appropriations along with the regular contributions from the loqal 
school districts. In 1977, the Illinois State system received a total 
of $157 million from three separate appropriations in addition to the . 
10.5 percent payroll contribution received 'from* the local districts. 1 



Teachers 1 Retirement System of the State of Illinois, 1977* Annual 
Report, Springfield, Illinois-, 1977,' p. 7, ' ' - 



V. THE ADMINISTRATION OF TEACHER" RETIREMENT SYSTEMS 



The administrative structure, and 'operation of teacher retir t egienf> 
systems may be the most- difficult s^pect to outline from published • 
information,, and may Best: „be studied^ using case study method, c While 
from published data we are not able to generalize about retirement 
system operations, we do illustrate the most common administrative " 
structures and practices in use by t;eacher retirement .systems and sug- 
gest issues surrounding 0 retirement system administration whiclj need 
further "study, 

. . One ipsue which deserves further research is the ^relationship 'be- 
tween the system administration £nd the various governmental agencies 
and^interest 'groups which may' influence benefit; funding" and financing 

decision^. ^ (^(^intergovernmental 'relationships extend far fceyond t^ie 
simple interaction, -b^ween a state government and»a state system or a 
local system and a school disttict or municipality.^ A state; system 
may also d^al* with the state legislative authorizing committees that 
sef benefit levels; appropriation* committees, wliich^appropriate fundg\ 

for the' system; sta£e- 0 f inance conpaittees. wlaxch oversee the system's 

• ' \ ' ■ ' ■ . ,s 7 

financial condition; local" schdoT distrfb'ts,, which contribute to the 

system, and state"* tea^h^rg; organizations for., Both active' and .retired 

emplfifyje^s. *Lo£al system^ tllirst' interface 'with ^ similar iist of inter-, 

esfed parties,. / In the case of lo£a£ 'systems, however, the list,may>be 

complicated by a -division bftween the statue legislature which sets^ 

benefit JL^v6ls' and, the local government which is frecjuire(J, to finance 

t£os£ bertef its." # _The precise nature of tjjese relationships is* unclear. 

Because of ijh : e importance of* the^ decisionmaking ^process to ujLtim^e" 

fiscal resp*on$ib'ilifc^} these ifitiergovetnmelital relationships should be 

investigated. j ' - • 9 



admin is trAti vfi ^wjcyugg. I ' ' 



f D'epehdingo upono the' size and the cdmplexiity of the system, the ad- 
ministrative guidance for a large teacher retirement system includes 
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government officials, professional administrators , private citizens „ 
technical and financial advisors* 'and members /f the retirement system 
itself.^ For exatt^j^ the administrative structure of. the Virginia 
.Supplemental Retirement System includes a nine-person board of . • 
trustees (four state officials, three members u&^he general public, e • 
"and t^o retirement m system members) , a system jlirector, a three-person 
.medical board, consulting actuaries 'six 'financial and investment ad- ' 
visors*, and- legal counsel. 

fig. 4 below illustrates administrative structure for most teaqher 
retirement* systems . the^ typical system's administration is headed by 
aj^rd of trustees, or retirement board which is vested with ultimate 
decisionmaking authority.. The system director is appointed by the 
b'oatfd to parry put its policies and decisions and to act as the system's 
operational administrator," .Consequently, the staff is hired by and 
responsible to fhe. director: Outside financial advisors and consultants 
' such as* auditprs and actuaries are forraalJ.y^ responsible to the board - 
of trustees. Hbwever, in some' systems , the director may have more in- 
redaction with consultants and^therfefpre may exert more influence than 
individual trustees. The linA of ^authority and the interaction between 
these. administrative levels are functions of internal policies, the 
allocations, of responsibilities ;within an individual system, and indiv- 
idual personalities and styles-. 4 - 

. Board of Trustees • % • ' 

' * a * * " * ' 

In most tocher ^retirement systems, ^he responsibility for policy/ 

'budgetary* and investment decisionals legally vested-ln^bpard o.f 
trustees. The Virginia system'board includes nine membeas, although 
.boards may range in size -£rom five to' fourteen members. The larger 
boa'rdi are, generally found in <1) general coverage systems whicl^must 
represent a number oi o>ecupational%'gTbups, 'and* (2) systems which dele- 
gate greater ipeiacional responsibility (e;g.~, investment decisionmaking) 
to the Hoards:^ The Oklahoma board -of trustees, for' example, has' full 



^Virginia Supplemental Retirement System, 197-7 -Annual 'Report, 
^Riphmon*, .Virginia, October" 197J . 



.Board of Trustees 



Director 



Financial i Advisors 
Consultants 



^ 



Staff 



Fig, 1 — General administrative structure^ of 
< - teacher retirement systems 



invesrtment authority and therefore augments its five member board with 

1 

four ^additional outside financial advisors. 

' G Although the exact composition o£ the board of trustees varies 

considerably from system to system, board members are normally drawn 

from three groups: the employer (i.e., state or local officials), 

o the active and retired employees and, in' most systems, the public mem7 

bers. itany observers believe that; the degree of influence Chat the 

membership^ can exert o^ver sy^rem jnanagemertt may -depend %n the* number 

of teachers and other employees included In the board of trustees. 

While nearly all boards (NEA) "include at least oae member- trus tee, , 

in most state^systems , employee representatives number less than half 

dt' the board members. In addition, jnost member-tru*s£ees are not elected 

by tt\k system membership/ bht are instead appointed by' the governor. 

For etfamj/le, three of the five members of t^e "Oregon Public Employee 

Bo.ard of Trustees are employees; however, those members were Appointed 

2 l ' 

by the governor rather than elected by the membership. Retirement 
system members Appear tb have- greater board representation in. local 
plans. In approximately 75 percent of local boards-, teachers and pther 
employees ^number ati le£st half of the board membership and are elected 
to their posit iongi For instance, two-thirds of the Chicago Teacher 



^Teachers'- Retirement System of Oklahoma, Rules arid Procedures, 
Oklahoma City, Oklahoma,- August 1978. / ' • 

2 * - - , ( r. \ 

B| National Education Association, Teacher* Retirement Sy l st&rns , 



,1976. 
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System trustees are elected from the membership and in the Portland, 

Oregon Retirement .Board, all seven boa^d members are employees.^ 

As the influence, of teacher organizations grows, control of the 
* * ** v * 

.board*of trustees by either the employer (i.e., government officials) 

or by # the employees (i.e., teachers and other employees) becomes a par- 
ticularly important issue. Bleakney (1972) suggests that as teacfrer 
organizations become more established, employer and employee trustees 
will be increasingly Expected to serve as spokesmen 8 * for' their respective 
interests in the policy decisions made by the board. Some observers 
predict not only 'greater*, equalization in board representation of the 
two parties, but also a growing trend toward the election of member- 
trustees by the system membership rather than appointment by an elected 
government official. A result could be greater partisanship in ^making 
teacher retirement system decisions. * 

The legislation establishii^g the system determines the number of 
member- trustees to sit on the bo^rd and in some cases, the qualifica- 
tions required. Especially in state plans covering many classifications 
of public employees, care .is often taken 'to .balance board representa- 
stion among member groups. In the New Hampshire Retiremqjit System which 
covers four , separate occupational divisions — firemen, state and muni- 
cipal employe£8% teachers, and policemen — the board must' include two 
members^from each division. Many statewide teacher retirement plans 
reqijire b<ferd representation from all levels of the school system. Of 
the seven-member trustees in the Aiabafna Teacher Retirement System, one 
must be a superintendent of schocds, bne a post-secondary instructor, 

one a principal, three must be classroom teachers and>, as fn many 'systems 

3 

one must be a retired teacher. Spme boards have even more specific 

« „ • 

membership requirements to, ensure representation' of % all constituencies . 



„ ' ,In the Des Moines Teacher System, on the other hand, the Board 
of Education also serves as the retirement 'system board (National Edu- 
cation Association^ JTeaoher Retirement Systems, 1976), - 
2 

New Hajnpshtre Retirement System, .Chapter 100-A: 14. 

3 

Teachers' Retirement System of Alabama , Questions and Answers , 
Montgomery, Alabama, October 1977; and N*^or\al Education Association, 
IbiJ. ' ' * 
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F^r example, the North Dakota board nuist include one female and the 



Teacher Retirement System of Arkansas provides for one "non-Caucasian" 

1 ' I *V~ , 

trustee. - While Arizona requires all member-trustees to have previous 

administrative experience, most systems have no specific prerequisites 

for board membership and members serve without compensate. on. 

One-third to one-half of%he board trustees are typically state 

and local government elected officials serving ex officio. In some 

instances, the governor > state superintendent of schools, or state 

treasurer is designated as board chairman; in others, the chairman is 

* 3 f 

•elected by the board. About half of the retirement system boards in- 
clude at least one elected official with financial expedience. The 
employer representatives in the West Virginia Teacher Retirement System 
•include the governor, the state treasurer, the state school superinten- 
dent, the state commissioner for .finance and administration, and the> 

-4 - * ( % 

state insurance commissioner. * 

The practice of automatically including elected officials on a 

retirement board simply by virtue of their office recently has received 

j 

some 'criticism. As Bleakney states: "The objection raised is that the 

ex off icio 'member of the board does not . necessarily ^ave the background, 

qualifications, 6r> for that matter*, interest, to serve well on the* 
5 w v 

board, 11 This criticism, 'if valid, *could prove to be a significant 
problem for systems administered principally by elected of ficials , 
The South Carolina system, for example, is administered by^ State 



^lorth Dakota Teachers Fund for Retirement, Public School Teacher 
Handbook, North Dakota, January 1978; Arkansas Teacher Retirement System, 
Handbook of Information, Little Rock, Arkansas, 1977. 

2 * 

National Education Association, , Teacher Retirement Systefns, 1976. 

' 4 3 Ibid, % . • . • 

4 ~* 
The West Virginia Board also includes two classroom teachers 

:nd ^two university instructors. (The W^st Virginia Teachers Retirgment 

Board, Thirty-Sixth Annual Report, Charleston/ West Virginia, September* 

1977.), . . ' 

5 - f ' - • 
Bleakney, p. 149* 
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Biidget'and Control fioard composed solely of five government officials - / 

X * ' 

serving ex officio. Such an indictment, of course, cannot apply to 

an entire class of administrators; any judgment as to interest or com- 
petence must be made on an individual basis. ' v 

Public representation on. state teacher retirement system boards ' 

2 

is common and all appointments ar.e made by the governor.* There are--^ 

two types of- outside board members: financial advisors and membetsf 

of the general public, Jhe former bring important technical expd^tise 

to board deliberatibns ; the latter represent. the interests of the com- 

munity at large. Twenty percent of^retirement systems requirS the 

appointment of an outside- investment adyisor, such as a local banker 

3 ' 
or insurance counselor. Generally, financial advisors ara included 

as members if the board retains some k dire*ct' control oyer the retirement 
funds. Members of the general, public are required on .a quarter of all 
teacher retirement system boards. 

Scope of Authority In* nearly all retirement systems, the board 
is legally vested with the ultimate policy and administrative author- * 
ity. Some boards take a fairly active role in the operation and polioy 
decisions of the retirement system. The duties of a*board^£>f trustees 
may be narrowly or braadly defined by,, statute* , Alternatively , *it may* 
be left to the board uo .determine how active or passive a role it 
wishes to take-in tjie administration of the system* In some cases, a ? 
boafd may hire and confer with consultant staf f ,« mak.e legislative 
recomtaendations , make investment and budgetary decisions, and preside 
over benefit heatings. HoVever „ in most larger systems , the' board dele- 
gates ma^y of its* duties and the* responsibility for; the day-to-day 
operation of the system to a director. * ' 



^National Education Association, Teacher Retirement SystemS 9 1976. 

( ^From the published information it*is difficult £t> generalize' about 
pukj JLc representation cte-4ocal boards, although it appears to occur less 
frequently than in state boards. National 'Education Association, 1960. 

3, 



Ibid. ' • 
Ibid. 

^Pension Tkak Fbrcfe Reports Tatfle 7. 



System Director • • t i 

\ . 4 * • * 

In theory, the power of ( the director is derived from the board. 

* - • r 

Not surprisingly, observers believe that the director has great discre- 
tionary authority and influence. The director acts, as spokesman*for 
die system in any dealings, ^that it might have with the legislature oif ' 
'membership and he directs the d^y-to-day operation of the staff 

' Technical 'and Advisory Staff v ♦ 

Along with the administrative and clerical personnel $ the staff/ p 
of /the retirement system may also include an afray of ' consultants ^fod 
technical advisors, such as auditors, accountants, actuaries $ invest- 
ment counselors, and physicians who are generally hired on a consultant 

basis; -However, the larger retirement systems may hire technical ' * ' 

I ' 

specialists . such, as auditors and accountants as full-time staff. 

ADMINISTRATIVE FUNCTIONS ' * . ^ 

Although the functions performed internal t£ the individual systems 
may vary' considerably according to the benefits and services offered 

loan's, or group life insurance), 
several administrative functions are generally accepted as necessary 
to the proper management of the retirement system. These *itfclude the r „ 
management of the system's assets, communication with s^st$m members, t 
disclosure of individual account information, and the ltespp^sibility 
for fhe system's financial condition ^through ^regular, audits-. and actu- 
arial valuations, . ? * 



Th 



e Management' of System As^fets °^ • 

Siyicfe t?he size of the fund and the-interest earned on investments 
affects benefit and c#&tribfction levels, the .effective' management of 
a system's %assets is considered a primary administrative objective.. 
.Systems jvarx irf how they make^ in vestment decisions and* in which parties 
participate in the decisionmaking process; 



♦Sleakne^, pp.* 148-159. 
2. 



2 Medic&$ ^onsultajjts or, in Jarrg^r systems,' thedica^ panels'^yise 
the boai;4 ccfacierriing disability cases. „ \ ^ 

■ ' , • S3; .. . 



,1 
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Investment Decisions . The authority to »Set* investment policy and 
approve investment transactions is granted by the Statutes £ove;rning 
' the retirement system. That authority is generally vested iikthe board 



1 



of trustees. However, since investment 'decisions tend to be complex, 
the authority t^p invest, systein funds 'may be delegated to the system 
airector or tp financial, consult^iff^with^the necessary technical ex- 
pertise. The nature of that delegation and the degree of control over 
investments which is retained by the board varies from system to system.. 

Three arrangements are common in teacher retirement systems. 
Large systems frequently create large jLn-house investment staffs which 
/ are then assisted by outside financial consultants. The Ohio State * 
Teachers Retirement System uses su^h an arrangement and augments its 

12-member investment staff with the services of a consulting investment . 

* 1 '' 
firm. In other systems, the board may take a more active role in 

the investment of the system asset6, with board members serving on an 

„ investment committee. ~ The Utah Investment Committee is composed of 

four board members plus the system director and oversees' the four staff 

• 2 * > 

investment managers. Finally , Several states in our sample (TRS) 

placed -investment authority in a central state investment council rather 
than the system board of. trusteed The New Jersey State Investment ' 
Council, for example, handles the funds of all five statewide retire- 

t systems including the Teacher's Pensiton and Annuity; Fund.' The 
Wisconsin Investment, Board manages the assets 'of, 23 different funds 

including those of both the local Milwatttee^ teachers ' and state teachers 

- 3 ' * • 

plans. ; m \ 

t The degree of control retained b^ s tHeboard in the first two 

arrangements may range frpm defining strict investment policy guidelines 

— - V 



men 



1 * % \ 

The State Teachers Retirement System jpf Ohio, 1977 Investment 

Report, Columbus, Ohifr, June 1977. ' ^ r • ^ 

■ * Utah State Retirement Investment Fund, 1976 Annual Report, Salt 
Lake City, Utah, 1976. r - 

3 * ' ' ' % x 

Department of the Treasury of the St^te of New Jersey, Twenty- 
sixth Annual Report, State Investment Council, Trenton, New Jersey, 
1976; Milwaukee Teachers Retirement Bureau, Handbook of Information 
for MTRB Members, Milwaukee, Wisconsin, December 1975; and National 
Education Association, Teacher Retirement Systems, 1976. 
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and careful review of investment transactions to* formality approval; . 
The influence of the^board in the third arrangement is difficult to 
ascertain. The system .director ? s rofe in investment decisionmaking is 
particula-rly difficult to ascertain from published information. In 
general, however, the interaction of retirement system boards, system 
director, investment councils, and outside financial advisors*'in the 
determination of investment policy and investment^ decisionmaking pre- 
sents intriguing questions for further investigation. 



cfeg 



Fiduciary ,Regflonsibility . The degree of discretion which aR-invest- 
ment manager may have in the investment jof retirement system funds is 
determined by the general fiduciary standards set forth by/state 
statute. In its survey of the state laws regarding public retirement 
system investments, the Pension Task Force found that almost two-thirds 
or the states have no statutory fiduciary* standards, a quarter of the- 
state&^are governed by the "prudent man rule,' 1 and the remainder have 
standards which generally require investment practices which are in the 
"best interest" of the system. * The systems whicl^ are not governed by 

statutory standards are bound by common law fiduciary standards which 

• * « 

are less stringent than the "prudent man rule." _ The "prudent man ' rule" 

requires an investment manager to.exercis'e such skill %nd discretion 

as an ordinarily prudent man would use in the .management of x his own' 

funds and i^ designed to limit investments in risky or unprofitable 

ventures. However, which investments are r.egarded- as ""prudent" and 

which are. not is a subjective decision and often must be applied on a 

case-by-case basis. In general, the use of the pruderit'man rule toay 

tend to limit a ^retirement system's investment in "socially useful". * 

but ^ess profitable investments,* such- as the promotion of the local 

ecoiiQmy through the -purchase of municipal bonds.' 

Communication and P'isclosuTe^ / - v 

Since virtually all systems offer a variety of retirement and annu 
options, another duty of the system's .administration i£ to keep> members 

- >. * - y 

^Pension Tapk Force Report, Jl9J8, pp. 446-471. x , < * 
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informed about benefits they might expect to receive and their rights 
under the plan provisions. All systems (PTF) provide new members with 
a plan description, either automatically or upon request, .Changes in 
.the plan provisions are aljso universally available, although the members 
are more likely to hav£ to request such information^ In contributory - 
systems, the amount of accumulated contributitfhs .and the vested bene- 
fits become germane when an employee terminates. Retirement systems, v 
which include teachers (PTF) always provide an annual statement .of an 
employee's accumulated contributions upon request;, in about 75 percenf 
of the plans "that statement is furnished automatically. An estimate 

o| a tfeacfhei^g accrued retirement benefit is> almost, always provided by 

* 1 ' 

.these systems, although -usually upon request. 

Audits and Actuarial Valuations * 

" ~ * 

All plans dre legally required to conduct audits or the system's - 

accounts. Although the frequency of the audits may vary, nearly 60 per- 
cent of all teacher systems are audited annually, Either by a 'govern- 
mental agency or independent accounting firms. The remainder are audited 
regularly, but not annuafly. " It is 'interesting to.'note that approxi- ' , 
mately 75 percent of state systems are audited by a igoVernment agency^ 
while almost 9G'percent of local 'systems employ an independent auditor. 

fhis'is probably because statewide plans have^ direct access to the state 

• * *" 
auditing services wh-ile lofcal systems do not. ' e 

^ Actuarial valuation's which assess the financial condition of ' a 
retirement system are also periodically required' by law,- Kut are gen- 
erally conducted less frequently that^system audits. About half of ♦ 
the state, and local "teacher only 11 retirement plans are actuarially 
reviewed annually The .same' prop'ortion of .state administered systems 

(including those plans that do not cqjjer teachers) are reviewed at ' 

4 « ' .* \ • \ 
least "every two year£. However, most of these»»yaluations are conducted 

simply to calculate the annual employee contribution rate, Father .than 
s-L- ' " \ ' T'a 



Pension Task Force Report, 1978, Table 12. 

. The data do not -indicate -how often- these audits occur (Pension 
Task Force Report, 197-8, Table 11*). , 

3 Ibid^ 1- ' \ 



4 IbicL, TpbjTe 53. - t g~ 
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to undertak^/a thoroughf|eview*of the system financial condition. 



For example, both the Hawaii Public Employee System and the Texas 

Teacher Retirement systefa conduct annual actuarial valuations, but only 

> " i • v 1 

fully reexamine, the system's financial condition every five yeat%. 

The Pension Task Force also found that approximately 12 percent of ■% . 

state teacher retirement systems are neither regularly -reviewed nor 

conduct actuarial* .valuations more freqipntly than $yery five years. 



"^Employees 1 Retirelllnt System . 



the Stafe of Hawaii, Your Retire- 
ment System (with legislatives chants through 1977) ^onoluli;, Hawaii, 
,1973; Teacher Retirement System of Texas, Unnual Itepovt, Austin, Texas, 



1976. 
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Appendix A " 
THE *TEACHfeR RETIREMENT SYSTEM REPORTS* 



The table 'below presents a list of the data we received from 'the 
teacher retirement systems in response to the mail -and telephone. so}.i-' 

citations described in^the Introduction. The information came in the 

. ^ .» 

*forra of benefit pamphlets, annual reports, and, actuarial valuations. - 

*» 

However, from some sys.tems we'also ^received copies of*the state statutes*, 

computer printouts^or inter-office memoranda. The', degree of; detail. and • 

year of data vary considerably^between systems. The, table "below does 

d'escribe the yealllthd type of informatiQn received.** For the purposes 

'of this sample, adequate administrative information was defined as 

administrative description that went 'beyond* describing the. composition 

' r * { ' " 

"~of"the system 1 * s board t>f 0 trustees. ^Adequate financial information In-'" ' 

eluded contribution levels^ assets, and the- system T s investment portfolio. 

Obviously , # the most detailed financial data was contained in the actu- p# 

arial repots we £eceive£,' However, 1 many systems included parti^l^ 

3£tuarial information, such' as a balance-sheet, in the annual -rep4?t» 

Therefore, a^system is deemed to 'have provided partial Actuarial. infor- 

• « • * $ 

mation if the annual report stated the*system T s unfunded accrued' liability, 
Full actuarial Information also included* the actuarial. assumptions and 
the" funding method , " * a • # * 



TEACHai ^RETIREMENT sfSTEMT REPORTS 



System * 



Date of Date of Date of 
Annqal \ ^enefit ' Administra- 
Rgport Data - t ^tfy£ Data 



Date of 
Financial. 
* Data 



.Date of % 
Actuarial 
Report . 



Date* of Full 
Actuarial 
Data 



Date of 
Partial 
Actuarial Data 



Alabama , 


• 1977 


1977 


* 

none 




V 

. 1977 


Alaska 


1977 


1977 


• 1977 




< . 1977 . 


Arizona 


' 1977 


. 1978 


* ' . 1977 


t < 


1977 


Arkansas : 


1976 


- 1977 


'•""none 




1976 


California 


l?69-77' 


1977 


- , 1977 




1969-77 


Colorado 


-1978 * 


:< o!977 


1975* 




1978 


Denver, C& 


1977 


•0.97,6 f 


u . J'976 




1977 


Connecticut 


• "* none 


• w$ ■ 


none 




none 


Delaware 


^1977-- 


none 


' 1977 ' 




' 1977 


Florida 
\ 

Georoifl 


1977 


none* .*' 

» 


• .1977 * 


197,7 


17 / O 


"IQ7JI 
±7 /o 


none • 




19 76 1 


Hawaii 


1973-76 


.. 1977 


f none 




1973-76 


Idaho . 
* 


none 


*« 1976* . 


none 




1977 


Illinois 


• 197.7 


■ 1977 


none 




19-77 


Chicago, IL 


1977. 


1977* 

* , ° 


— — none- - 


1 

\ 


- .1977 ' * 


Ihdiana . ^ 


1978 


W77 


none 




1978 ' 


Iowa 


- 1977 


19 fS w/". 


j> none 




1977 




* * 


updates 


» ? 9 * 






Des Moines, IA 


1977 


1975 


• 1977 




. "1977 


Kansas 


1977 ' 


1977 


1976 




1977 , 


Keatucky 


1976-77 


none 


none 




■a>77\ 


Louisiana 


none '» 


1978 • 






' - 1978 ,. 


t Maine 


1977, 


1977 


. 1977^ 


% " 


1977 ' 


Maryland 


1976 


1977 


* none 


t 


, 1976 % . 


Massachusetts 


* 1976 


1966" 


4 none 




* partia'l . 










• 


*"0976). 


. Michigan 


1976 


1977 ' 


none 




c 1976 • • 
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nor^p 
5 1977 

1977 
. none 

none 

none 
' 1978 
*none 
none " T 
none * 

7 

none 
nonfe 

-1977 
none 

, 19-7.7 ~ 

none 
■1977 V 

$ • 
none 
n6n^* 
nqne 

'1977 
none 
none 
none 

none 



f 



1977 
1977 

1977 

1977 
1978 
none 
none 



none 
1977 
1977; 

^1977 

none" 
•1977 



• 1977 

• .1977 

e, 

nbne 



1976 
* \ 1976 



none 
none 
1977 

none 



* 



1976 



1977 



1978 

none 
1976 



1976 
none 

1975 



I- 



TEACHER 



- 

System 


Date of 

Annual 

Report 


Date of 
Denexlt 
Data 


Date of 
Ad minis tra 
tive Data 


Minnesota 


1 ATT 

1977 


i ft "7Q 
19 /o 


partial 








(1977) 


Duluth, MN 


1977 


1977 


none 


Minneapolis, MN 


1973-76 


1976 


1976 


Mississippi 


1977 


ion 
19// 


none 


Missouri 


1976 


' '1975 % . 


" 1975- 


Montana 


none 


1977 


.1977 


Nebraska 


nonary 


1975' 


none 


Nevada 1 


none 


1977 


. 1977 


New Hampshire 


none 


1975 

• 


1975 


New Jersey 


1975-76 


1973 


1976 


New Mexico 


1977 


1977 


1977 


New York 


1978 


1978 


1978 


North Carolina 


none 


1975 "\, 


1975 


North Dakota 


none 


1978 


V 1978 


Ohio 


1977 


1 ft "7£ "7 O 

1976-78 


none 


Oklahoma 


none 


1978 


1977 


Oregon 


.none 


1979 


1977 


Pennsylvania * 


1977 


' 1977 


none 


Rhode Island - 


1977 


1977 


none 


South Carolina 


1977 . 


, none 


none 


South Dakota 


none 


1977 


1977 


Tennessee 


none 


197/ 


non€ 


Knoxville, TN 


none 


1977 


none 


Texas 


1976„* 


1977 


1976 


Utah 


1976 


1977 


1975 



[T SYSTEM REPORTS (cont'd) 



Date of 
Financial 
Data 



Date of 
Actuarial 
Report 



Date of Full 
Actuarial 
Data 



Date of 
Partial 
Actuarial Data 



1977 



none 



1977 



1977 
•partial 
(1973-76) 
1977 
1976 * 



1977 
none 

^none 
none 



1977 
1976 

none 



none 
1976 



none 
none 
none 



partial 
(1975) 
1976 



1977 
1977 
1976 
1975 

none 



1977 
1977 
1976 
1975 



1975 



00 
o 



1977 
1978 
none 
1976 
1977 



none 
none 
none 
1975 
none 



none 
, none 
* 1975 

none 



1976 
none 
none 

none 



none 
none 
1977 
1977 
1977 



none 

none' 

none 

none 

none 



none 
none 
1977 
1977 
1977 



none 
none 



none 
none 
none 
1976 
1976 



none 
none 
none 
none 
none 



none 
none 
none 
1976 
none 



none 
none 
none 

none 



0 1 



TEACHER RETIREMENT SYSTEM' REPORTS (cont'd) 



System 



.Date~of 0 Date <jt> • Date df Date of 

Annual Benefit Administta- Financial 
Hep or t. — Data * %tive Data ' Data 



Vermont 
Virginia 

Wishington 
West Virginia 
Wisconsin 

Milwaukee, WI 



1977 
1975-77 

none 
1977 
ncbe 

none 



1977 
no date 

1976: 
197& 
none 

1975 



1977 
none 

none 
none 
none 

none 



1977 
partial 
(1977) 

1976. 

1977 
partial 
CL977) 

none 



DaCte of 
Actuatial 
Report 



Date of Full 
Actuarial ' 
Data 



1975 
none 

1976 
none 
nofie 

1977 



1975 
none 

1976 
none 
none * 

1977 



/ 

Date of 
Partial 
Actuarial Data 



none 



none 
none 
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Appendix B 
DISCUSSION 'OF ACCRUED BENEFIT FUNDING 1 



.1 ' "N J 

Unlike projected funding methods such as Entry Age Normal or Tra- 
ditional Aggregate, Accrued Benefit funding does not 'base its cost 
calculation on 'the benefits empires are likely to earn during their 
careers. Instead, it calculates the normal or annual cost for each 
individual member based on the amount of , pension benefits he actually 
earned during that particular year. Annual increments in benefits are 
earned on account of: (1) an additional service- credit, (2) salary ' 
increases, and ?3) benefit improvements. The sum of the individual 

costs for all the members equals the total normal cost* for the system- 
* * ' 1 

The accrued benefit funding method results in very steeply rising 

indiv#\i^a--cnst^over time. Early in an- employee f s career, when- his 
salafy is low, - the cost of benefits earned each year is also compara-" 
tively low. However, as the years of service* increase *and as an em- 
ployee's salary increases, the benefits earned each year also increase 
especially as the" employee nears retirement age.- Moreover, the nearer 
to retirement age, the lower is the discount factor applied to contri- 
butions in computing present value. Therefore, the accrued method 
(shifts most of the benefit payments to^ie latter half of.an employee's 
cateer. Further, given V growing labor force or' continuous salary in- 
creases, the. total benefit costs will' continue to rise throughout the 
life of the system. 

Accrued benef it^funding is rarely used-b^arge public retirement 
systems. In fact, we did not encounter any teacher systems that used 
this method. One reason is that public retirement systems tend to pre'- 
fer funding methods which result in level contribution rates K as in 
Entry Age Normal funding/ Also, the accrued benefit method is not 
applicable to systems which base their benefit formulas on final aver- 
age satary^since that would require salary projections. 2 



"Accrued benefit" funding is'ilso known as "unit credit" funding 
in older actuarial ,texf». k J A . 

. ? ¥ 

Robert Tilove, Public Employee Pension "funds , Columbia University 
Pr.ess, New York, 1976," p. 150. , ' ' 

% « 
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